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Section 1 - North American Roundtable Debate

1.1 NORTH AMERICAN ROUNDTABLE

How does factor investing compare
with passive and active management
on a risk/return and cost basis?
Moderator
David Grana,
Head of North
American Media,
Clear Path Analysis

Panelists
Jerry Davis,
Chief Investment Officer,
Piedmont Family Office

Stuart Williams,
Portfolio Manager, Public
Employees’ Retirement
System of Texas

Ryan Shelby,
Head of Factor Solutions,
Analytic Investors

Mark Barnes,
Head of U.S. Research,
FTSE Russell

POINTS OF DISCUSSION
•

Factors allow for a high level of portfolio customization at a
reasonable cost

•

It is important that investors understand the factor exposures
they need and have a flexible investment process

•

Factors such as value, size, and momentum, perform relatively
well when the economy is strong and markets are up

•

Multi-factor investing has return drivers that cap-weighting
completely ignores

David Grana: Would each of you like to first start with a brief introduction?
Jerry Davis: In addition to being a retired Coast Guard Commander, for 26 years, I was the CEO
and Chairman of the Board for the New Orleans Employees Retirement System. I am currently the
Executive Director of a multi-family office based in Atlanta, where we manage a little over $200
million in assets.
Ryan Shelby: I am Head of Factor Solutions at Analytic Investors, which is part of Wells Fargo
Asset Management and am based in Los Angeles. I have been with Analytic for 10 years, where
my role is to help build multi-factor portfolios and solve client challenges with factor-based
solutions. Prior to this, I worked in investment consulting and with a very large defense contractor
as a portfolio manager of equities.
Mark Barnes: I recently joined FTSE Russell as Head of U.S. Research in New York. Prior to this,
I was working for PanAgora Asset Management in Boston. At FTSE Russell, we build a number
of different indexes, including factor-based indexes. My role is to help clients understand our
methodology and to work with them to make sure they can achieve their objectives.
Stuart Williams: I work for the Employees Retirement System of Texas and have been here
for 11 years, where I wear multiple hats. One is running a few quant funds, as well as quantitative
analysis, which serves various roles here. I also am a healthcare analyst and on the risk team.
Basically, I am a 1/3 quant investor and have been so for about 10 years. I started my career in 1977
and worked for 8 years at Fidelity under Peter Lynch as an equity portfolio manager. I then I took
some time off and came back to continue my career here at ERS of Texas.
David: As an investor, what’s your main goal when utilizing ETFs in your portfolio
investment strategy?
Jerry: We are about 70% invested in ETFs and the other 30% directly invested in individual
stocks. The ETFs largely give me a sound basis for returns. I can then look for individual companies
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ANYONE WHO HAS BEEN IN THE BUSINESS LONG
ENOUGH HAS TO ACCEPT THAT THERE ARE TIMES
WHEN YOU ARE GOING TO BE UNDER THE BENCHMARK

that might help me out in times when the ETFs are not performing as
well as they should be. It is an asset allocation decision that is primarily
returns-based, since I do offer a guaranteed return in my contract.
David: Are the ETFs that you invest in generally passive as in cap
weighted or actively managed?
Jerry: The largest single investment in this category is going to be a
fixed income, actively managed ETF portfolio.
David: Has that been successful in achieving the returns that
you are looking for?
Jerry: Yes, it has hovered right around 11-13% in the last 5 years.
David: You and I have spoken in the past about an interest in
ESG, is this an interest that you have in the area of equities,
bonds or across both asset classes?
Jerry: It is almost exclusively equities. It is not mandated by my board
of trustees, but it is simply something that I feel has to be taken into
account within portfolios. I started paying attention to this issue back
when I represented a public pension fund. We were involved in so
much litigation based on corporate misconduct, so we started to pay a
lot of attention to how the companies were run, particularly the effect
on the environment. Any issue relating to this was almost always going
to lead to litigation and would cost us money in the end. Nowadays,
the particular exposure that I have to anything that might have an ESG
focus is actually returns-driven. This category has proven to be a very
profitable sector to be invested in.
David: In order to construct this ESG portfolio, have you looked
at smart beta or factor investing indexes to be able to manage
this without having to pay active management fees?
Jerry: I don’t hire asset managers, since I invest directly. My asset
management fees are truly related to the transaction costs of
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buying and selling stocks, as well as custody. The fee issue is a nonfactor for me.
David: What is your experience in factor investing?
Stuart: Basically, I am an old stock guy who has been looking at
financial ratios for a long time. About 10 years ago, I got the tools to
do back tests and gradually started building up a factor library based
on academic literature and what makes sense from an accounting
standpoint, including elements that someone would feel are important
about a company.
As I built this library, about 6-7 years ago, the pension fund decided
it was systematically underweight in Canada and wanted to fix this.
Rather than have all of our analysts learn how to analyze Canadian
stocks, they used me to run a Canadian quant fund. This fund has
actually outperformed every year for 7 years.
A couple of years ago, I took on a U.S. large cap quant fund, which
was a lot more aggressive in terms of tracking error and industry
bets. Here, however, the performance has been flat. I have learned
some things, but as with any quant strategy, sometimes it is going
to work well and other times it won’t. That is just something that
you have accept.
David: These are funds that you are constructing in house?
Jerry: For factor investing, I have the tools and can understand any
fundamental factor that I read about. But for volatility-based investing,
I don’t really have the tools. Instead, we have an outside firm doing
this for us. As the use of big data increases, people start to look at the
various alternative sources for relevant data; among these are SEC
and Department of Labor websites; social media can also be mined
usefully. I encourage my interns to use their initiative as ‘techies’ to
identify possible additional sources for market-moving statistical
indicators. I can then devote my own time to studying the more
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prosaic aspects of trade activity and trends in supply and demand for
the businesses where we invest.
David: Why do you feel that your U.S. large cap fund hasn’t
performed as well as you would have hoped, is it the type of
factors that are being implemented or the markets?
Jerry: There are always two explanations. One is that the model isn’t
very good, and the other is that the model is perfectly fine, but even
a good model is going to have some off periods. The problem is you
never know which scenario it is, since they don’t come with a label.
Anyone who has been in the business long enough has to accept that
there are times when you are going to be under the benchmark. And if
being flat with the benchmark is the worse that I ever do, then I will be
pretty lucky.
David: As someone who constructs factor investing funds for
the investment market, what are some of the objectives when
putting together a factor investing fund?
Ryan: One of the most attractive reasons to use factors is because
they allow for a high level of portfolio customization. You can use
factors to control the precise exposures within the portfolio and really
design a solution around long-term investor objectives. The most
common of these objectives is pursuing higher returns, which typically
entails trying to beat a cap-weighted benchmark or policy return. A
second common objective is to reduce portfolio risk, which often
entails a low volatility allocation. A third reason to use factor investing
is to enhance diversification - complementing an allocation to active
equity managers with a factor-based approach.
Another common but often secondary reason that we hear is that
these can be relatively transparent, low-cost strategies. The cost factor

element; we have to buy a stock that displays those characteristics.
When we buy this stock, it may have elements that are wanted,
such as low price, but may have other exposures with it. These
could include recent price momentum, high or low volatility, high- or
low-quality orientation, etc. This is the biggest problem in this space.
We are trying to make this recipe taste how we want it to, but the
unexpected tilts can really impact what it is going to taste like. When
we are building a portfolio for our clients and trying to meet their
objectives, it is about trying to find those securities that look good
across multiple dimensions, but also fit together well in that recipe.
Mark: Ryan makes some good points. At FTSE Russell, we think it
is important for investors to be aware not only of what intentional
factor exposures they have, but what factor exposures they are
getting unintentionally. These unintentional factor exposures may
offset intentional exposures they have elsewhere in their portfolios,
or give the investors too much factor exposure and upset their
factor allocations. Rather than telling investors not to worry and let
managers make all the decisions, we think it is important that investors
are educated, understand the factor exposures they need, and
have a flexible investment process that appropriately matches their
investment objectives. One thing I am coming to appreciate at FTSE
Russell is the flexibility of the factor framework that allows us to build
not only single and multi-factor indexes using standard factors, but to
include ESG preferences within the multi-factor index construction. So
we have been able to easily extend the scope of our indexes beyond
standard financial factors to more values based factors.
David: What are some of the factors that are more specifically
sought after by the investors?
Ryan: On a standalone basis, I would say that low volatility is, far and
away, the most popular factor that we see used in portfolios. It tends

Investors need to bear in mind that factor
investing does involve a certain amount of risk
is a very large reason why people consider these strategies, but I don’t
feel that it is the primary objective for most investors.
In a sense each of these individual factors are really ingredients in a
recipe. Once we figure out what meal we want to cook, each factor has
a different role in the portfolio. Maybe we want to reduce risk or try to
improve returns. The problem is that this meal only tastes good if the
ingredients are controlled properly. For instance, if you were cooking
and you wanted to add salt to something, but salt always came with
chilli powder, it would be very hard to make a meal that didn’t have
that particular flavor. This is how factor investing works in the real
world. We can’t go out to the market place and ask for one particular
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to deliver a similar level of returns as the market, but it does so with
less risk. Clients can use it to take risk off the table when they want to
be in equities, but are looking for some measure of downside hedging.
Let’s say a client is looking more from the risk budgeting perspective,
where they need higher returns and want more equity exposure
within their portfolio but can’t stomach the equity volatility. In this
case, I would look for securities or portfolios that have lower risk than
the market, which will let me carry more equity exposure in aggregate.
Factor investing is most powerful when employed using a multifactor approach, however. Using multiple factors makes a lot of sense
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because factors are driven by different economic rationale, which
leads to a cyclicality in performance. This cyclicality of factors is
unavoidable, but one way to help smooth out that ride is by building
a multi-factor portfolio. You do this by pairing something that may
do very well later in the cycle, such as low volatility, with something
that may do better earlier in the cycle, like value. When you build a
multi-factor portfolio in this way, the client generally has a much better
experience.
Jerry: That was one of the complicating factors that drove us straight
to computer land in trying to determine just how many factors to
take into account. I hate the word “factor”, because then you have to
discuss the sub-factors and mini-factors within the factors themselves,
all of which affect the ultimate return of that particular stock.
Over time, we felt that we had to find ways to analyze as many of the
mini-factors within the overall investment that we could take into
account. We could then try to balance them against the mini-factors
in our other investments to see which ones were going to allow us to
reach a flat line of the right asset return over long periods of time. This
has meant that we have to keep computer scientists on retainer to
review these issues on a regular basis, in accordance with the model
that we came up with.
There are so many sub-factors that could be taken into account. I had
a conversation with someone many years ago about trying to come
up with a solution like this. At that time, computers were not nearly as
powerful as they are now, so it could simply not be done. It can now
be done today, but it is about identifying the relevant mini-factors and
trying to spread them across all of your investments.
Ryan: Factors are the very large building blocks of assets’ return and
risk profile. Elements like value are simply the behavioral bias around
avoiding cheap companies, or the risk premia associated with those
less expensive companies.
The problem is, how you define value is very subjective. For one
person, it might be cash flow to price, and for another, it might be
price to earnings or any other valuation metric. Those individual
characteristics define the factor, and that is what you are trying to add
in your portfolio - a broad base risk premia or behavioural bias that
you are trying to capture. It is not necessarily the characteristics, but
those characteristics are used to express how that factor is ultimately
captured in the portfolio.
As we look at this space, how you define the factor is a key
differentiator for approaches (i.e. Are you looking at simply sorting
book to price and calling that value? Or is it something a bit more
advanced, where you are industry-neutralizing these individual
characteristics?). This is where although these strategies sound very
passive on the surface, an element of active management must be
included. You are getting multi-factor exposure, but ultimately, how
these factors are combined can make a very large difference on the
portfolio’s outcome.
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USING MULTIPLE
FACTORS MAKES
A LOT OF SENSE
BECAUSE FACTORS
ARE DRIVEN
BY DIFFERENT
ECONOMIC
RATIONALE,
WHICH LEADS TO
A CYCLICALITY IN
PERFORMANCE
David: What are the most common factors that we see
implemented in factor investing indexes?
Mark: The most common factors are those that have a fair amount
of academic support and consensus in the industry. The five core
factors are: value, size, momentum, quality, and volatility. However,
with volatility we need to make a distinction between low volatility
strategies that are intended to give investors exposure to low volatility
stocks and minimum variance strategies that are intended to lower
the volatility of the entire portfolio. Although these are both defensive
strategies which reduce the volatility relative to the benchmark, they
are implemented for different reasons.
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David: Which factors tend to demonstrate better
performance relative to active or passive indexes in similar
market conditions?
Mark: Investors need to bear in mind that factor investing does
involve a certain amount of risk. They need to realize what the risk
profiles of the factors are and make sure that they are ready to take on
that risk.
Factors do have different characteristics and payoff at different times
in a market cycle, and so they can go through extended periods of
times when they underperform a cap-weighted benchmark.

Our expectation is that factor strategies will outperform cap-weighted
benchmarks over longer period of time.
Of course, there are a few caveats; one being that we are
speaking of the consensus factors that I mentioned. There
may be many variations of these, but we are talking about the
broad-based factors. The cycles can also be fairly long, so we
can’t expect outperformance during any given short period. We
see a lot written in the popular press of investors who are very
disappointed with factor investing because there has been recent
underperformance. But this is over a short period of time. The final
caveat is that we also know what will happen in the future. There
may be some decline in payoff for some factors over time, but our

Investors need to bear in mind that factor
investing does involve a certain amount of risk
We recently put out a paper on the implementation of factor investing
and demonstrated that different factors performed differently in
different macroeconomic environments.

expectations are that there will still be outperformance.

If you break it up, you have some factors such as value, size, and
momentum, that perform relatively well when the economy is strong
and markets are up. On the other hand, factors like low volatility and
quality are more defensive and tend to lag in those periods, but then
outperform when the economy is weak and markets are down.

Ryan: These factors tend to be very cyclical. Thoughtfully building a
multi-factor portfolio can help avoid some of this, but it is completely
unavoidable that you will go through periods where factors don’t
particularly work. If you look at the Russell 1000 Index last quarter,
six U.S. mega cap stocks drove half of the index performance. Said
another way, six stocks out of 1000 stocks had the same impact as the
other 994 stocks combined.

It is important that investors understand this when they make their
allocations, because they have to know whether they are prepared
for their factor investment to lag during those specific periods. They
also need to know how this performance pattern fits into the required
performance stream.

These are long-term premia that you are harvesting and there can
be these dislocation periods where the factors you are targeting
don’t necessarily work. There is no free ride in investments, and this
cyclicality is really how you pay for that long-term outperformance you
are seeking.

You can use these different factors in a multi-factor strategy, where
you can take advantage of the correlations to give you diversification
across factors. This is an important way to incorporate all of these
different characteristics into the strategy.

Jerry: The real art when investing in factors is to determine the
future at least over the next few months. What is a particular
investment going to do in comparison to what your other
investments are going to do, and then how do you adjust the
weights accordingly? This is simplistic, but it has to be done if you
are going to be a successful investor.

As far as long-term payoffs, as you might expect, the factors that have
higher payoffs tend to be the cyclical factors, such as value, size and
momentum. They pay off when everything else is paying off, which
makes them riskier. Defensive factors, like low volatility and quality,
tend to have lower payoffs overall, because they tend to be less risky
and perform relatively well when everything else is falling apart.
David: Is there enough data to determine if factor investing has
a better track record than like for like cap-weighted passive
funds or active strategies?
Mark: There is enough academic research and an active track record
to give us some confidence that factor investing is certainly useful.
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David: What is the optimum allocation for factor investing in an
institutional portfolio?
Stuart: I don’t feel that there is any one particular number. We are at
around 3-4% now and, over time, it will probably go up 1-2% because
there are a lot of other good uses for our money and other styles.
Jerry: It seems to me that either I am misunderstanding or mislabelling
the concept of factors, but my immediate response is that I use 100%
factor investing. This is because I look at the various factors that I do
invest in and what the subordinate factors within them are that I need
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THE “AHA MOMENT” IS THAT YOU MAY WANT THE
EQUITY RISK PREMIA, BUT YOU MAY NOT WANT
TO BUY ITEMS THAT YOU KNOW WILL MAKE YOUR
PORTFOLIO WORSE

to pay attention to. I am an absolute firm believer in factor investing
and if it is not 100%, it is certainly close to it within our portfolio.

momentum. By measuring 7 large facets and 20 smaller facets, this
quant analysis starts looking like good fundamental analysis.

Ryan: Yes, Jerry’s comments illustrate a good point. It is how you
define it that makes the difference. For those investors who consider
all of the factors that are out there like quality, momentum, ESG, etc.,
these are just tools in the toolkit to analyze securities. For others who
have more traditional style-box types of investing, replacing a passive
or cap-weighted type of index is likely how you are going to get that
percentile allocation that you are looking for.

David: Does this have the possibility of taking over cap
weighted beta as a source of beta for a portfolio?

To determine the ultimate allocation, I would have a discussion about
what the objectives were and what was trying to be achieved with this
portfolio. This objective is going to be different for every investor.
Realistically, every decision that we make has some sort of factor
element to it, whether you like it or not. When you buy a stock or
bond, you get factors with them. If it impacts the risk and return, we
feel that you should control it and you should thoughtfully design a
portfolio around the fact that you are going to have those factor tilts.
Stuart: Over time, I have seen my quant models merge with my
fundamental analysis, which is that, as my competence and experience
in quant grows, the model takes into account more fundamental
characteristics of companies. I have seven groups of factors, and each
one of them measures several different dimensions of the group. For
value, for example, I will have a couple of common value factors that
measure different things, such as cash flow. I break quality into two
groups, because one group of quality factors deals with balance sheet
and risk - items like debt to equity - and the other group deals with
profitability and measures growth profits to assets, R&D spending, etc.
I also have a capital allocation group that is mostly related to capital
spending, and a momentum group that is fundamental and price
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Mark: Yes, but similar to the 100% comment, this is all around
thinking about investing in a different way. Instead of thinking about
simple asset classes, we need to think about exposures. Investors
need to think about how their entire portfolio is allocated to those
factors, which includes the first factor - the market factor. Instead of
just stopping at market beta, however, we need to think about the
exposure to all of the factors. This means that not all investors are
going to have the same target factor exposures, depending on exactly
what performance they need. It is not a one-size-fits-all.
We need to think about factor exposures across investment
plans holistically. Implementation can involve any mix of factor
investments and cap-weighted investments as long as investors
move the entire plan to the correct factor exposure mix; this is
where the 100% factor investing comes in. Depending on the
investment tools that are used, investors can have a mix of capweighted passive funds and factor funds.
David: Is cap weighted passive investing antiquated? Has it
become an area where everyone is doing it so investors should
start moving away from it?
Ryan: The biggest question is why you would have that cap-weighted
index in the beginning. Most people have it because it is a very good
representation of the equity risk premia. If you want to buy U.S.
large cap equities but want to do it in a very transparent, low cost,
and simple to understand way, you could buy a cap-weighted index
because you understand how it is built.
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With the rise of multi-factor investing, we know that there are other
things that are drivers of returns and cap-weighting completely ignores
them. When you buy a cap-weighted index, what are you actually
buying is all stocks, by definition. You are buying high and low quality
stocks, as well as expensive and cheap stocks. The “aha moment”
is that you may want the equity risk premia, but you may not want
to buy items that you know will make your portfolio worse. If cheap
stocks tend to work over time, why not just buy cheap stocks? And if
you are able to, why not short the expensive stocks?
I don’t know if cap-weighted indices will go away completely, since
they still have features that people like, such as simplicity, transparency
and low cost. However, multi-factors also tick a lot of those same
boxes. We are now seeing a shift, where people recognize that these
factors do impact risk and return within portfolios. And you can pursue
that equity risk premia, but in a more efficient way with that same level
of transparency, low cost structure, and ability to understand what
drives the index and returns.
All investing involves risks, including the possible loss of principal.
There can be no assurance that any investment strategy will be
successful. Investments fluctuate with changes in market and
economic conditions and in different environments due to numerous
factors, some of which may be unpredictable. Each asset class has its
own risk and return characteristics.
Jerry: The only legitimate fans of large cap investing are probably the
hedge funds.
Stuart: Cap-weighted, broad based indexes are a pretty tough
bogie and for people who don’t know a lot about investing, that
is where they should put their money. Unfortunately, that also
includes a lot of investment professionals. There is a lot of hubris
in our field, including in the quant world. Even a lot of quants
are going to find themselves under the cap-weighted bogey just
because beating it is harder than it looks.
Mark: Instead of thinking about whether the cap-weighted will go
away, it is more important that investors understand what their factor
exposures are and whether that takes them to their investment
objectives. It may well be that they use cap-weighted instruments
to obtain exposures that they want in conjunction with other factor
related vehicles. It is hard to imagine that anything will go away soon,
but the focus needs to be on looking at portfolios holistically and
thinking about how to get the needed factor exposures.
David: Thank you all for sharing your thoughts on this subject.

Factor Investing 2018
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1.1 EMEA ROUNDTABLE

What are key elements to consider
before the implementation of a
factor investing strategy?
Moderator
David Grana,
Head of North
American Media,
Clear Path Analysis

Panelists
Clive Gilchrist,
Chairman of the
Trustees, Kingfisher
Pension

Alexander Davey,
Director, Factor and
Alternative Beta
Strategies, HSBC Asset
Management
Andrew Walsh,
Head, Passive & ETF,
UBS

Marlies van Boven,
Managing Director,
Research and Analytics,
FTSE Russell

POINTS OF DISCUSSION
•

Cost and returns are the two dynamics driving investor interest in
factor investing

•

There is an increased interest in multi-factor strategies as a
replacement for core equity exposures

•

Portfolio construction techniques that efficiently incorporate
factor exposure versus diversification trade-off are critical

•

Exposure due diligence is a critical part of factor investing

David Grana: Why is factor investing such a hot investment strategy for institutional
investors?
Alexander Davey: There is a growing interest within the institutional community, which is, in
part, connected to two dynamics: one is a cost dynamic, and the other is a market and return
dynamic. The market and return dynamic is that investors have been trying to work out how
to make their assets sweat a bit better for them, and how to focus their risk budget in the most
optimal places. This has led to a bifurcation in the industry, where we have seen this tremendous
interest in passive and market cap index tracking investing at one end, and a desire to be able to
use higher alpha/higher risk/higher tracking error strategies, or even unconstrained strategies, on
the other end.
Factor investing has come into play offering the attraction of active outperformance, whilst at the
same time, beginning to touch on the second dynamic, which is the cost element. Increasingly,
we see pension funds in the U.S. being underfunded, as well as in the UK and in Europe. The idea
that you can look at a risk premium for equities at 3-4% and then try and add a little beyond this,
say 1-2%, but at a low cost in terms of management fee, is very attractive. This idea that factors
can add value and that there is premia available fits with the direction of travel that we have seen
institutionally with mandates being split up between higher and lower alpha generation and
index tracking. Within this, we then get this cost push element. This is where there has been a lot
of movement to try and take costs out, or to spend them more wisely. The attraction of factor
strategies is that, because they are either indexed based or quantitative, the delivery of these is
typically closer to passive in terms of fees.
This complimentary nature of low costs element, and the attraction of utilizing strategies that are
proven to generate alpha , are what have driven investors to be interested in factor investing.
Marlies van Boven: I agree on the cost aspect. Factor investing can replicate the static exposure
of active managers to factors in a more efficient and cheaper way. For the managers that don’t
deliver alpha beyond their static exposure to factors, it may be more efficient to replicate them
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through a factor strategy and free up some capital to allocate to more
concentrated managers, who take more active risks.
On the other hand, if you think of pension funds, factor investing can
help to achieve different risk-adjusted outcomes relative to a passive
investment: enhance risk-adjusted returns, reduce portfolio volatility
and enhance diversification. For example, a pension fund worried
about the market being more volatile, reducing downside risk can
be the objective. Factor-based investing can address these issues
by combining single factors to achieve different outcomes and by
targeting exposure to factors that a plan believes will be rewarded in
the long run.
Clive Gilchrist: I wouldn’t have described it as a “hot” topic, but
certainly one that is of interest. In terms of underfunded pension
schemes, factor investing has also become of interest to defined
contribution (DC) pension plans. In the UK. The regulators have
imposed limits on costs for default investment strategies, factor
investing strategies allow schemes to target the underlying drivers
of their investment returns that were traditionally only accessible
by active managers in strategies that were much more expensive.
It is a more cost-effective solution. This applies to both defined
benefit (DB) schemes, and also DC schemes to try and replicate
some of the drivers of what active managers have been doing, but
in a more cost-effective manner.
Andrew Walsh: It has certainly become more popular. But there is
undoubtedly a view from some investors, that they are still trying to
get their heads around what it means and how it works. Also, buyers
of these ETFs would typically have to convince internal stakeholders
about the merits of this kind of strategy. We can’t forget that c. 4-5
years ago, there were investors in the UK who were concerned about
using ETFs. This was unfortunate, but there are a lot of people who
are still getting used to the idea of ETFs. The idea of moving into factor
investing strategies is something that we still have quite a long way to
go on.
It’s worth noting that there is a distinct difference between using single
factors, where there is a lot of risk in getting the market timing right
and combining factors. Single factors are not suitable for many of our
clients. However, we have seen an increasing amount of interest in our
ETFs which employ multi-factor strategies as a replacement for core
equity exposures.
David: What are key considerations for risk that investors
should consider when looking at multi-factors? Is there a risk of
having excessive risk exposure in some areas, and what is your
guidance on how investment teams can approach this?
Marlies: It starts with the plan’s investment objectives and
constraints. These are unique to every investor and will lead to
different preferences, with respect to the choice of factors, the
degree of exposure, and the sensitivity to capacity, concentration and
turnover. If you think about a pension fund that is trying to use factors
to improve the relative risk adjusted performance, depending on the
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FACTOR INVESTING
CAN REPLICATE THE
STATIC EXPOSURE OF
ACTIVE MANAGERS
TO FACTORS IN A
MORE EFFICIENT
AND CHEAPER WAY

capacity they need, they can choose certain factors. If it is a very large
allocation, they may not want to include a momentum factor, which
can be quite costly to implement due to its higher turnover.
An important constraint is the governance structure. A pension fund
with strong governance in place, can often tolerate more downside
risk, in the belief that the factors will be rewarded in the long-term.
Once you’ve decided on the factor mix, the implementation is crucial,
because you can decide on certain factors, but if they don’t end
up in the portfolio, you are back to square one. This depends upon
the robustness of the investment process, since the objective is to
get diversified exposure to your target list factors, diversify away
idiosyncratic risk, and limit or minimize off-target exposure to factors
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that you don’t feel will be rewarded. Therefore, portfolio construction
techniques that efficiently incorporate the factor exposure versus
diversification trade-off are critical. You also want the implementation
to be efficient. So for certain factor exposures, you want to get the
best capacity and the lowest turnover achievable for a given level of
factor exposure.

The big risks that sit here are unintended biases that get built into
the investment process and risk of excessive tracking error driven by
overtiming or dynamic timing of factors. This all routes back to the key
point that these are active strategies. Don’t be misled by the lower fee,
since there is going to be active risk and tracking error risk. You need to
understand how this will fit within your broader portfolio.

A lot of people are looking to include ESG and carbon reduction,
especially in the Nordic region and increasingly across Europe. You
need an investment process that is going to incorporate this in a robust
way. When integrating ESG, carbon and factor considerations, each
objective may pull the portfolio in a different direction. For example,
while oil stocks may look cheap at a given point in time, the same
stocks will frequently score poorly in terms of carbon emissions and

Andrew: To clarify, with our products, we have a rules-based
structure. Our multi-factor approach combines six factors equally.
These being Value, Yield, Quality, Low Volatility, Momentum and Size.
With the active point mentioned by Alexander, it is active, relative
to standard market-cap weighted indices. Ultimately, our ETFs will
have very low tracking error against the underlying multi-factor index
itself. We do not have fund managers here taking active decisions

A pension fund with strong governance in place, can
often tolerate more downside risk, in the belief
that the factors will be rewarded in the long-term
reserves. Investors should ensure they understand the interactions
and trade-offs between factors, ESG and carbon considerations, and
the implications for the investment process.
Alexander: We have to be very clear that multi factor strategies are
active investment strategies and that as such are taking active risk.
Investment teams and trustee boards need to be comfortable and
confident that this is a risk they wish to take. It is also important to
distinguish between index providers delivering factor strategies which
are then being replicated by passive managers from quantitative
managers and their proprietary multi factor models. I worry that the
word “index” gets wrongly associated with market cap, or that there is
a belief that the risk is less important.
Regardless of the strategies being index based or quant
based, there is a risk embedded in them that investors have
to keep in mind. As this is an active allocation, you need to ask
yourself whether you are comfortable with it outperforming or
underperforming an index overtime. You then have to make sure
that whoever is implementing this solution has a clear investment
and research process, as well as a clear understanding of when the
strategy might or might not perform well.
Multi-factor strategies are not a panacea and will not work all the time.
There has to be a clarity around what constitutes a challenging market
environment and how the strategy adapts to it. If you ask investors to
pick up a number of single factor indices, you are asking them to take
on the risk around timing those factors. This has driven many investors
towards multi-factor solutions. But you still need to be clear on how
the provider is doing this investment timing and what value they are or
aren’t adding by doing this.
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throughout the course of the year on what to go underweight or
overweight on. This is a very important point as to what the definition
of active is within this context. I want to draw that distinction. I
would argue that our approach is passive, but, yes, admittedly, the
multi-factor index could be seen as being active versus a market-cap
weighted index.
Alexander: In my experience, trustee boards don’t want to
change their policy benchmark. The single biggest point with
active strategies is that if a benchmark is the S&P 500 or the MSCI
world, whether it is a quantitative model or an index, and you
track it closely, it is less relevant to the trustee member who sees
that the MSCI world has gone up 30% and you’ve gone up 25%.
This is a complex area, and making it overly complex beyond that
by confusing policy benchmarks with internal benchmarks with
external benchmarks, does make it very difficult.
Clive: I don’t think of it as an active strategy in the sense of someone
coming in one morning and deciding to buy or sell a stock. It clearly
incurs trading costs, though we shouldn’t forget that so does a market
cap index or at least trying to match a market cap index because
stocks are coming into and going out of the index all the time. There
are costs incurred in just achieving a market cap index, and there are
also costs incurred in achieving a factor-based index, or in our case, a
multi-factor. These will be higher, but they are not discretionary costs.
They are ones that are closely monitored and done to ensure that the
factor tilts that we have built in are maintained.
As to the performance relative to the market cap index, yes, we expect
it to deviate and it would be foolish to think otherwise. Hopefully, it
happens in a reasonably controlled fashion. Nevertheless, what we
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have done here, and I expect other pension plans to do, is to consider
this as a long-term strategy. And in the short-term, we would expect
deviation from the market cap related index. Over time, we would
expect either slight outperformance, slightly lower risk, or some
combination of the two, depending on what factors we had selected
and why. I understand the definition of it being active, but I regard that
as pedantic. It isn’t what I would consider an active strategy. But as a
different type of index-based strategy, albeit with marginally higher
trading costs.
David: In which bucket do you put it into in the pension scheme,
if any?
Clive: What we have done in what had previously been a market
cap-based portfolio, we split it so that it is 50% factor-based and 50%
market cap. We will see how it goes over time. And we regard this as
taking a bit of risk out of the portfolio that we had.
David: What are some of the criteria that you look at as a
pension fund trustee before implementation of a strategy such
as factor investing?
Clive: We’d had a number of various presentations from different
parties and we looked at this as a way of maintaining the equity
portfolio that we wanted to, but doing so in a way that took out some
small part of the risks of holding the equity. We have a bias in favour of
low volatility and smaller companies, etc.
David: In terms of the individual strategies, have cyclical or
defensive factors shown better historical performance?

2008 and through the Financial Crisis, defensive did well. When we
had monetary easing, cyclical stocks did better. Over a very long
period, cyclical seems to perform better than defensive. But that is
back-tested data. If you are looking at live data, then it is probably
more difficult. This is why investors like to combine them into a
multi-factor combination; so that they aren’t too dependent on the
economic outlook. You end up having a more stable pay-off, which is
more comfortable for most investors.
Alexander: You are going to see changes in the performance for
factors as the macro economic environment runs through. There are
some natural correlations and de-correlations that happen between
them. This is why you look to diversify across multiple factors. We
have seen that there is an interest in more of a core exposure, in terms
of implementation. This blend of factors offers a more robust way of
generating marginal outperformance over the medium to long term.
Over the last 3-4 years, there has been stronger performance
generated from strategies, such as quality, low volatility, and, to a
degree, small cap over this period. It tallies with the macro economic
environment, and the companies that have done better. Perhaps
this has also been a bit of a counterbalance to markets, like the U.S.,
with FAANG stocks, where you have narrow drivers of absolute
performance for the market cap index.
The one that has been most problematic for many strategies, either
because of earlier allocations or just because of where it is, is value. In
individual quarters, and even for slightly longer period, we have seen
value add some element of performance. I am thinking specifically of
the second half of 2016, where we saw a very strong value rally.
The interesting observation is that it then becomes
about your definition of the factor; the way that you
time this and the potential for unintended exposure.
The unintended exposure point is critical here,
because if you blend together a series of factors in
isolation, you don’t recognize that there can be a
seeping from the edges. You could believe that you
have value exposure and you get a value rally, but
find out that your exposure to quality or small cap is
actually removing, shorting out, or blurring that value
exposure.

Source: FTSE Russell Data from June 2001 to June 18. Past performance is no guarantee of future results. Returns
shown prior to index launch represent hypothetical historical data.. *Please see end of article and full paper for
important legal disclosures.

Marlies: Cyclical and defensive factors have very different
characteristics. It all depends on where we are in the cycle. Cyclical
factors typically do better when there is economic growth. Defensive
factors do better when people become risk-averse. You do have to
look over long cycles to decide when one is performing well. During
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In the second half of 2016, we saw some strategies
which benefitted from this flip between a quality,
low volatility at the start of the year, and value in the
second half. But others struggled, because the model
either wasn’t picking up the value rally or was having it
dynamically removed.

Value has been awkward during the cycle, but at various points, it has
added in individual months and quarters since then. The most notable
period of rally in the last 5 years was in late 2016. Other than that, it has
been more of a quality, low volatility, and momentum story.
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REGARDLESS OF THE STRATEGIES BEING INDEX BASED
OR QUANT BASED, THERE IS A RISK EMBEDDED IN THEM
THAT INVESTORS HAVE TO KEEP IN MIND

Andrew: That definition of what these factors are is important as
even with MSCI, they have at least four different versions of what
Value is. We use their MSCI Prime Value index in our single factor and
multi-factor ETFs, which includes an initial quality screen in it which is
different from MSCI’s other value-based factor indices.

uses of smart beta strategies, which vehicle type do you prefer?’, 51%
indicated ETFs for tactical use versus 27% separate accounts and 26%
indicated ETFs for strategic use versus 46% separate accounts. So we
notice quite a balanced mix in terms of vehicle preferences when it
comes to effectively managing factor strategies.

David: Clive, when you get together with trustees is there
confusion around the meaning of these definitions? Also, from
your perspective, is there a consensus on which factors work for
the portfolio?

David: Are ETFs are viable long term strategy?

Clive: We went through quite a long process before going down this
route to ensure that the investment committee and, subsequently,
the trustee board understood what was being presented to them and
were capable of taking the decisions. In terms of the minutia of the
calculations and what the factors meant, they were presented with
a number of options. One of those was to do nothing and stay with
the market cap weighted index that we had. The technicalities under
the hood were taken for granted, rather than explained in detail. We
haven’t been doing it long enough to be able to say which factors have
worked well for the portfolio.

Marlies: Agreed.

David: What is the most effective way of managing this strategy?
Marlies: It is quite client-specific and usually related to the size of
the fund and the familiarity of the trustees with factor investing.
We have noticed that the more advanced pension funds have a
preference for customization through a specific mandate based on
factors. Otherwise, across Europe and the US, for funds of a relatively
smaller size and at the early stages of evaluating factor investing, the
increasingly vast choice of factor-based Exchange Traded Funds (ETFs)
represents a chance to test factor investing in a cost efficient and
liquid manner.
Interestingly, the 2018 FTSE Russell smart beta survey found that, 70%
of asset owners currently evaluating smart beta strategies are looking
at multi-factor strategies. Also to the question ‘for strategic/tactical
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Clive: From a user’s point of view, I don’t see them as a strategy, but as
a product and a way of implementing a strategy.

Andrew: Yes.
Alexander: I also agree.
David: What guidance do you give to clients when approaching
this strategy?
Alexander: We have a clear view, since we have been running
multi-factor strategies for 14 years and manage them as quantitative,
systematic strategies. We spent a lot of time and effort in having a
strong quantitative research team and an ongoing research agenda
in order to have our funds up and running. We’ve been able to go
through and have a live track record that goes through the post-dot
com rises in equity markets, rising interest rates, the global financial
crisis, quantitative easing, etc. We are able to look at a robust portfolio
and make comments based on how we have evolved and what we use
as factors.
We see these as long-term allocations, and as part of this, we do a lot
of work with customization for larger clients. We have also developed
mutual funds and ETFs to enable us to engage with those clients who
have smaller levels of assets under management, but who are also
keen to move into this area.
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We have reservations about the idea that you can pick up 5 single
factor building blocks and put them together to create a multi-factor
strategy. There is a real concern that you can end up with the same
stock across all five strategies and end up with the same stock being
very strongly over-weighted. So instead of your factor performance,
you end up with a lot of idiosyncratic risk.
We worry about some of the factor champion stocks that come
up through the other methodologies. This all comes back to this
unintended and uncompensated risk that comes in. We have also
seen in some of the other providers’ methodologies solutions where
you end up, for example, with a 6% overweight to the U.S., or a 5.5%
underweight to utilities. At HSBC, we are very clearly looking at stock
level insights, how factors affect stocks, and then we constrain our
methodology at country and sector level so that we are focusing all of
our risk into the areas where we have insight.

CYCLICAL FACTORS
TYPICALLY DO
BETTER WHEN

We see multi-factor investing as a very viable long-term strategy, but
we do feel that it is really important to understand what is going on
underneath the bonnet to deliver that performance.

THERE IS ECONOMIC

David: What guidance do you give fellow trustees that are
considering this strategy for their pension?

GROWTH

Clive: To monitor it and consider it as very much a long-term
alternative to the market cap weighting that we had hitherto and
indeed still do have. Also, don’t expect it to be a panacea or to
outperform every quarter or every year. Instead, monitor it closely
and, hopefully, it will achieve what you want it to over the longer term.
David: Andrew, do you have any final thoughts?
Andrew: Just to give an example, when an investor buys a yield
strategy, there is a rather large sector bias that you get compared to
the standard market-cap weighted index. In the U.S., certain sectors
are very biased towards paying dividends and others towards doing
share buybacks, so it is important to understand that even on the
individual factor level, such as Yield, a dividend yield index is not
the same as, say, an index focused on both dividend yield and share
buybacks. We would argue that the latter is a better approach in
getting more balanced sector exposure. As Alexander stated, it is very
important to understand what is underneath the bonnet.

under the bonnet and it looks good, the exposure may be a different
story. So looking closely at exposure due diligence is very important.
David: Thank you all for sharing your views on this subject.

Marlies: You do need to understand the investment process and
the differences between combining single factors and a multi-factor
framework. You typically get a large bias, which can be unintentional,
so these strategies will typically do well when small caps outperform
but do go down when they don’t. This isn’t really the objective of the
strategy.
It is important to measure exposed investment in a strategy to
see whether the performance has come from the factors that you
targeted or something else. It is important to know what you buy into
and what you get. It is not always obvious, and even when you look
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Performance track record and
outlook for the future
Interviewer

Interviewee
David Grana,
Head of North
American Media,
Clear Path Analysis

Holly Framsted,
Head, U.S. iShares Smart
Beta, BlackRock

SUMMARY
•

Factor investing harnesses robustly researched,
well understood, broad and persistent drivers of
investment returns

•

Growth and momentum factors have
outperformed value factors over the past 3 years

David Grana: What are the differences between smart beta and
factor investing?
Holly Framsted: Factor investing is an investment process that
harnesses robustly researched, well understood, broad and persistent
drivers of investment returns. This can involve identifying securities
that are underpriced, relative to fundamentals, companies with strong
balance sheets, stable earnings, and a lower likelihood of default on
their debt, smaller more nimble companies, as well as companies that
are expressing strong investor sentiment. We would categorise these
as value, quality, size and momentum investing all of which are factors.
These characteristics can be expressed in a portfolio in long-only form,
long-short investment processes, offering strategic tilts or leveraged
tactically, actively within a fund, or in an indexed form. The term “smart
beta’ simply refers to the long-only, indexed form of factor investing.
More succinctly, it is a sub-category of factor investing.
David: Why are the two terms used interchangeably and should
they be?
Holly: Many people like to use them interchangeably, and doing so
is like referring to a rose as a flower. All roses are flowers, but not all
flowers are roses. So too, smart beta is a type of factor investment,
but not all factor investments are offered in a smart beta form. When
it is clear what is being referenced, factors can certainly be used as a
descriptor for smart beta investments. Smart beta is a more granular
depiction of the type of exposure that many funds in this space
provide.

Factor Investing 2018

•

Combining factors can see year-over-year
consistency in outperformance

•

The factor investing market is estimated to
represent around $1.4 trillion dollars globally
by 2022

David: From a performance standpoint, how have factor
investing strategies stacked up against active and passive
strategies?
Holly: Factors tend to be cyclical. Investors think of factors in terms of
style, growth and value, all of which are cyclical and can come in and
out of favour.
In the case of value investing, for example, the iShares fund in this
space (VLUE) has a 5-year track record, is in the 11th percentile over
the past 3 years of large cap value funds (which includes mutual funds,
ETFs, both active and passive).1 It is outperforming the Russell 1000
Value Index by nearly 300 basis points, according to the latest data on
a 3-year basis. 2
For multifactor strategies, our domestic iShares multifactor ETF
(LRGF) is performing closely in line with the S&P 500 because the
value factor, in particular, has not been in favour. It is showing really
strong performance versus available funds in its category, really
strong performance versus its category benchmark, but because the
value style has been out of favour, this specific ETF’s performance is
basically in line with the broader market.
If we contrast this with momentum investing on its own, which is the
factor that is most commonly expressed as “rewarded” in the large
cap growth style box, our iShares momentum factor ETF, it is in the
7th percentile in that fund category. 3 It has beaten the Russell 1000
Growth Benchmark over the past 3 years by more than 1% and has
outperformed the market broadly by more than 3.5%. 4
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This shows that growth and momentum have done significantly better
than the market over the past 3 years, whereas value has been out of
favour. It’s important for investors to remember that factors typically
offer enhanced returns over longer market cycles, not necessarily in
every quarter or year, but over longer horizons, like 3-5 years.
David: How long do investors need to give factor investing an
opportunity in order to fully see the benefits of the factors
relative to the benchmarks?
Holly: To achieve outperformance over the market, we feel that
investors should typically look at a full market cycle of around 3-5
years. Factors can be used strategically within a portfolio, in a longterm buy and hold sense. We find that they can add a lot of value,
particularly over a longer time frame. They can also be harnessed
tactically to drive outperformance, based on views of where we are at
in the economic cycle. If you can time the market effectively, which is
very difficult to do, then factors can be used to tilt portfolio exposure
over a shorter time frame to drive outperformance.
David: Are there some factors that simply perform better
than others throughout or do overall market conditions
affect performance?
Holly: All factors tend to be cyclical. In the early stages of an economic
upswing, nimble and efficiently-run companies, such as value and
small cap firms, tend to perform the best. In the belly of the economic
cycle, when markets tend to be consensus-driven, then factors like
momentum tend to dominate. And in the later stages of the cycle,
where there is greater uncertainty in the markets, then companies
with more stable business models - what we would call quality stocks tend to perform best.
Timing this cycle can be challenging. At any point in time, one factor
may be working, and another may not be outperforming the market,
because they all perform well, but at different times and for different
reasons. This means that they are naturally diversifying from one
another. As a result, we work with clients to efficiently implement a
well-diversified mix of all factors within a portfolio.
We find that when factors are combined together, the diversification
benefits year-over-year offer greater consistency of outperformance.
However, not every year, and not by the same magnitude every year.
When drawdowns do occur, we find that the magnitude of those
drawdowns and the length of time for multi-factor strategies is less
pronounced than in single factor implementations alone. For this
reason, the greater consistency of multi-factor strategies tends to help
clients stay invested over the long run. We favour a well-diversified
balance of factor exposures within a client’s portfolio, which could be
implemented through a combination of single factors or through a
single fund that is designed to give multi-factor exposure at once.
David: Are factor investing strategies seen as principal or
ancillary strategies, and how much of a percentage of a
portfolio do they make up generally for most investors?

1

Holly: It is hard to draw general conclusions for use, because every
client’s use case is nuanced. We believe that factors should be
harnessed alongside active and indexed strategies to deliver strategic
exposure to long–run, rewarded risk premia. For instance, if you have a
value or momentum tilt that is persistent within a portfolio, we would
consider that to be a strategic tilt to the factor that is designed to give
you exposure to excess returns over the long run.
In our target allocation active and passive model, we leverage
factors in this way to provide strategic exposure to risk premia
alongside active strategies that are delivering alpha in a portfolio
while index strategies help form the base of the asset allocation.
Factors can also be used to generate excess returns in a model
that is otherwise all indexed. We have a target allocation ETF-only
model that is leveraging market cap weighted index exposures
to express broad asset class views, but what they are not doing
is giving us an opportunity to outperform the market. Leveraging
factors strategically in an otherwise all-indexed solution may give
you an efficient way to drive excess returns in a portfolio that
would otherwise simply mimic the market.
The tactical and strategic uses of factors may drive stable sources of
excess return at a very low cost, whether alongside an index or active
exposure, as well as to tactically drive alpha. There is really no onesize-fits-all solution, but if you look across our target allocation series
of funds, what you will find is that we tend to hold roughly 15-25%
exposure to factors across the portfolios.
David: How do factor investing fund costs compare to active funds?
Holly: It does depend on the provider and the exposure, but they tend
to be significantly cheaper than active, and a slight premium over all
indexed solutions. Our single factor ETFs in the U.S. are priced at 15
basis points each, versus an industry average that is somewhere close
to 100 basis points for actively managed portfolios. This is a significant
discount to active management for drivers of return that are very
similar to what many of our clients are accustomed to getting through
these active managers.
David: How much growth are you anticipating over the coming
years in the factor investing market?
Holly: Based on our estimates, we anticipate that the smart beta
segment of the factor investing market is going to represent around
$1.4 trillion dollars globally by 2022. This represents significant growth
compared to where we are today, which is around $730 billion as of
the end of 2017. That represents a 14% growth rate, which is more than
double the rate of growth that we have seen to date in other long-only
factor implementations. We feel that not only are factors important
and an incredibly relevant investment solution for clients today, but
given the increasing efficiency by which investors can access these
factors, we anticipate that growth will accelerate over the next 2 years
and become increasingly important to our clients going forward.
David: Thank you for sharing your thoughts on this subject.

As of 6/30/2018, 2 As of 8/17/2018, 3 As of 6/30/2018, 4 As of 8/17/2018
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2.2 INTERVIEW

Factor investing: Neither “smart”
nor “stupid”, but evidence-based
Interviewer

Interviewee
David Grana,
Head of North
American Media,
Clear Path Analysis

Yariv Haim,
Founder,
Sparrows Capital

SUMMARY
•

Factor investing is an approach under pinned
by academic study

•

This investment approach doesn’t necessarily
outperform, but to delivers consistently

•

Smart Beta is a broad term used to promote
products that may neither be “smart” nor “beta”

•

Between 1970-2015, the size factor produced the
highest return and best Sharpe ratio

David Grana: How do you define factor investing?
Yariv Haim: Factor investing is an evidence-based approach (i.e.
an approach reliant on academic study). It seeks to systematically
capture investment performance associated with segments of the
investable universe that historically have been persistently rewarded
over long time periods. Such segments are very limited in number and
include (in the equity space) size, value, momentum and low volatility.
A focus on these segments is an intentional move away from a market
capitalisation approach, which comes with additional risks that must
be understood (e.g. volatility, extended periods of underperformance,
potential lower liquidity)
David: Why are you hesitant to use the term “smart beta”?
Yariv: Smart Beta is a broad term used to support the promotion of
products which are often designed to address short-term investor
demand. The term “smart” is appealing to investors, it can also be
misleading since certain products promoted under this concept are
neither smart nor beta. A rule-based approach is not necessarily
“smart”, as many rules can be an outcome of short-term data mining,
and not of robust academic work.
David: How long have you used factor investing as a strategy?
Yariv: At Sparrows Capital, we have been following evidencebased strategies since 2008, pre-Financial Crisis. Our portfolios
were designed using a market-cap approach ,which was then tilted
towards selected factors. We believe that risk factors can enhance

Factor Investing 2018

performance, but should be blended into a well-diversified global
portfolio.
David: In your experience, how do factor/evidence-based
investing returns compare to passive and active strategies?
Yariv: Our experience is consistent with the conclusions of the
academic world. Low cost, evidence based, strategies, applied in a
disciplined fashion and protected from human intervention, allow
investors to harvest market returns. The approach should not be
expected to outperform the markets, but to deliver the opportunity
set in a consistent manner.
Active strategies often work well for a period of time, but as the
investment time extends, they tend to underperform market returns,
after fees are accounted for. For most investors, the cost and work
involved in identifying outliers tends to outweigh the benefits.
Long-term investors are better served by entrusting the core of their
portfolio to a high efficiency beta harvesting strategy, which may be
accompanied by selected satellite strategies with a view to capturing
alpha in selected segments.
David: Which factors have you deemed as delivering the
best returns?
Yariv: According to analysis carried out by EDHEC Risk Institute,
the size factor produced the highest return and best Sharpe ratio
between 1970 and 2015, followed by the value, momentum and low
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volatility factors. All of them delivered improved risk adjusted returns
relative to a market-cap portfolio over the same period, but equally
all of them have suffered extended period of times when they have
underperformed. To our knowledge there is currently no evidence
to suggest investors can successfully time factors (i.e. pick the factor
that will perform in the foreseeable future). Therefore, allocating to
factors should be made on a strategic, long term basis, and should
be maintained in a disciplined fashion throughout changing markets
conditions.
David: What kind of investor should strongly consider factor
investing as a strategy?
Yariv: A knowledgeable long-term investor who understands the
advantages and the risks associated with factor investing, and who
can overcome his or her inherent behavioural biases through different
market conditions and circumstances.
David: Generally, how do fees compare between factor
investing funds and passive and active funds?
Yariv: Factor investing fee levels sit between the extremely low
fees of ‘vanilla’ market cap ETFs and the much higher fees for
actively managed portfolios. As awareness and interest in factor
investing grows, so does the competitive supply for these type of
ETFs, and we have observed over the last few years a continuous
compression in fees, bringing factor investing much closer to the
traditional passive ETFs.

TO OUR KNOWLEDGE
THERE IS CURRENTLY
NO EVIDENCE TO
SUGGEST INVESTORS
CAN SUCCESSFULLY
TIME FACTORS

David: Thank you for sharing your thoughts on this subject.
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2.3 WHITEPAPER

Implementation considerations
for factor investing

Marlies van Boven,
Managing Director,
Research and Analytics,
FTSE Russell

Investors of large pension funds or insurance companies should care about factors. They are systematic drivers of portfolio risk and return and at the
heart of risk management tools. Smart beta—also known as factor investing [1]—is the latest innovation in the field. These techniques aim to identify
combinations of rewarded investment risk factors such as Value, Size or Quality that may be capable of improving levels of portfolio diversification,
generating incremental performance relative to traditional market-cap indexes and/or reducing risk. Therefore, factor allocation should be part of an
overall asset-allocation decision.
To facilitate the decision-making process, however, institutional investors need to develop a comprehensive understanding of the role factor investing
can have in their portfolios.

Targeting specific outcomes
Asset owners can target specific portfolio outcomes with different combinations of factors. Factors may be categorised as cyclical or defensive,
depending on their sensitivity to the economic cycle. Value, Momentum and Size are considered cyclical as they are more sensitive to economic
growth and investor risk appetite. Low Volatility and Quality are typically considered defensive, meaning that they do well as investors become
increasingly risk averse. Yield 1 factor exposure can enhance portfolio income.
Depending on the desired objective, cyclical and defensive factors may be combined to create more diversified portfolios that can perform relatively
well during a range of market conditions. A Defensive portfolio can be designed to focus on providing some downside protection. A Diversified
portfolio can be developed to achieve a modest risk-adjusted relative performance, while a Dynamic portfolio can be targeted to deliver a higher
active return with potentially higher drawdowns.
Table 1. Targeted Multi-Factor Solutions

Defensive

Low Volatility

Quality

Diversified

Low Volatility

Quality

Dynamic

1

Value

Size

Value

Size

Momentum

Yield is a hybrid factor; it is related to Value but beyond a certain point is an assessment of the probability of the company going bankrupt or staying solvent and continuing to pay a dividend.
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An investor seeking to improve risk-adjusted returns with downside protection would likely favour the Defensive solution. As
its up- and down-capture ratios illustrate in Table 2, the Defensive factor combination typically offers capital protection during
market downturns, but also tends to appreciate less than the other two multi-factor combinations during market upturns. The
Defensive solution also shows the lowest absolute risk, and the least amount of maximum drawdown—or the maximum loss
from peak to trough, before a new peak is attained.
The Diversified solution seeks modest outperformance at market levels of absolute risk. As a result of its diversified properties,
it has on average outperformed the other two combinations in both up and down markets. The beta of the Diversified
solution is 0.96, versus 0.85 for the Defensive solution; in other words, it is more sensitive to market direction. The maximum
drawdown for a Diversified solution is higher relative to the Defensive combination, but slightly lower than that of the
benchmark index.
The Dynamic combination is the most aggressive of the three solutions, with a higher return (and risk) objective. Its higher
level of volatility results in larger drawdowns. A long-term investment horizon and strong governance are essential to realising
the potential of more risky factor combinations.
Table 2. Risk-Return Trade-offs of Multi-Factor Combinations (October 2001—October 2017)

FTSE
All-World
Indices

Annualised
Return

Standard
Deviation

Sharp
e Ratio

Maximum
Drawdown

Beta

Up-Capture
Ratio

DownCapture
Ratio

Defensive

9.6%

15.1%

0.55

-42.0%

0.85

91.6%

83.1%

Diversified

12.9%

17.1%

0.67

-50.0%

0.96

102.7%

82.8%

Dynamic

13.1%

18.6%

0.63

-54.3%

1.04

112.1%

94.9%

FTSE
All-World

8.5%

17.4%

0.41

-51.6%

Source: FTSE Russell. Data from October 2001 to October 2017. Past performance is no guarantee of future results. Factor indices are hypothetical and for
illustrative purposes only. *Please see end of article and the full paper for important legal disclosures.

Applications for Institutional Investors
Each asset owner’s investment objectives, constraints, investment horizon and governance is unique. Their specific set of
investment concerns will determine the appropriate factor allocation. A pension fund, for example, may wish to use factors to
improve risk-adjusted performance relative to its current passive allocation. Other plans may be more focused on downside
protection during periods of heightened market volatility, while others may want to use a factor allocation to replicate the
return potential of a style manager—say, a small-cap value manager.
In addition, an institution’s investment board governance plays an important role in deciding the correct strategy. Strong
governance often implies a greater robustness to and tolerance for downside risk and, consequently, the ability to manage
periods of underperformance, in expectation of the rewards for long-term exposure to factor risk. The funding ratio of
a pension fund will also influence its risk tolerance. For example, a fund in deficit will require a more conservative factor
allocation than a well-funded pension scheme.
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Factor allocation
The specific set of objectives and constraints will determine the appropriate factor allocation. It is important that an investor
believes in the long-run persistence of factor risk premia. An investor looking to enhance risk-adjusted returns may seek a
certain risk profile, and factor-investing can build relevant, outcome-oriented solutions. For example, the investor’s aim may be
to have a solution that offers a higher relative risk and return (Dynamic), or moderate risk and return (Diversified) or relatively
low risk with moderate returns (Defensive).
Figure 1 provides an overview of these options, to match different investor objectives. The FTSE Russell factor index
framework permits an extensive degree of customisation, spanning factor combinations, tracking error, capacity and turnover
considerations.
Figure 1. Multi-Factor Solutions

Solution

Primary
Objective

Factor
Candidates

Defensive

Diversified

Dynamic

Moderate Return
& Lower Risk

Moderate Return
& Moderate Risk

Higher Return &
Higher Risk

Quality, Low
Volatility, Yield

Quality, Yield, Low
Volatility, Value,
Size, Momentum

Value, Size,
Momentum

Table 3 (overleaf) shows the characteristics for a sample of FTSE Russell indices over the 16-year period ended October 2017.
The varying performance characteristics of these select indices underscores the importance of understanding the desired
risk-return profile and tolerance for absolute losses in market downturns when choosing a multi-factor solution.
The FTSE USA Qual/Vol/Yield Factor 5% Capped Index shows its defensive properties, as demonstrated by its low
historical up- and downside-capture ratios and MDD of -34%, versus -47% for the comparable benchmark. The
Russell 1000® Low Volatility Focused Factor Index is also defensive in nature, highlighted by its relatively low historical
downside capture. However, it also appreciated substantially more in up markets, resulting in a beta of 0.92 versus 0.74
for the FTSE USA Qual/Vol/Yield Factor 5% Capped Index. Consequently, its MDD was -42% compared to -48% for its
benchmark, the Russell 1000® Index.
Over the same period, the FTSE All-World Balanced Factor Index displayed a 2.2% p.a. outperformance compared to its
benchmark, the FTSE All-World®, with slightly lower levels of risk. The FTSE Developed ex US Select Factor Index achieved a
higher Sharpe ratio, resulting from improvements in return and reductions in risk versus its benchmark, the FTSE Developed
ex US Index.

Factor Investing 2018

27

Section 2- Whitepaper

Table 3. FTSE Russell Indices Performance Characteristics
Maximum
Drawdown
(%)

Up-Capture
Ratio
(%)

DownCapture
Ratio (%)

FTSE All-World Indices

Annualised
Return
(%)

Standard
Deviation
(%)

FTSE USA Qual/Vol/Yield
Factor 5% Capped

9.7

13.4

0.62

-34.3

0.74

83

69

Russell 1000 Low
Volatility Focused Factor

13.7

16.1

0.76

-42.4

0.92

101

76

FTSE All-World
Balanced Factor

10.7

16.1

0.58

-45.9

0.92

97

86

FTSE Developed ex US
Select Factor

11.7

16.6

0.63

-48.8

0.87

96

80

Russell 1000
Comprehensive Factor

13.2

16.5

0.72

-44.1

0.95

103

82

Russell 1000 Momentum
Focused Factor

12.8

18.1

0.63

-49.0

1.04

110

93

FTSE USA

8.6

16.6

0.43

-47.3

-

-

-

Russell 1000

8.7

16.9

0.44

-48.1

-

-

-

FTSE All-World

8.5

17.4

0.41

-51.6

-

-

-

FTSE Developed ex US

8.1

18.7

0.36

-54.2

-

-

-

Sharpe
Ratio

Beta

Source: FTSE Russell. Data from October 2001 to October 2017. Past performance is no guarantee of future results. Returns shown prior to index launch reflect
hypothetical historical performance. *Please see end of article and the full paper for important legal disclosures.

The Russell 1000 Comprehensive Factor Index captured more market upside over the period, with modest downside
protection. Its market beta was 0.95 and MDD was -44.1% versus -48.1% for the Russell 1000® Index. The Russell 1000
Momentum Focused Factor Index has exposure to Quality, Value, Size and Momentum factors. The negative correlation
between the factors helps to diversify risk, though overall volatility is higher than that of the overall market. As a Dynamic
index , it tends to outperform in up markets but provides little or no downside protection.

Key Implementation Decisions
Once the set of desired factors has been determined, the final question for investors is how should the factors be
implemented into an investment strategy? How can one ensure consistent exposure to the chosen factors? Achieving a
diversified exposure to the target set of factors and to diversify away idiosyncratic risk entails making important trade-offs.
Tracking Error and Diversification
For a well-diversified portfolio, the relationship between active factor exposure, expected return and tracking error is
approximately linear. Therefore, the contribution to information ratio (the active return over tracking error) of a particular
factor remains relatively unchanged as exposure varies. It is crucial to achieve the desired factor exposure, while maintaining
appropriate levels of stock-weight diversification to ensure potential factor pay-offs are not subsumed by idiosyncratic risk.
Therefore, portfolio construction techniques that efficiently incorporate the factor exposure versus diversification trade-off
are critical.
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Turnover
A large fund may want to limit turnover. This will affect the choice of factors. For example, Momentum exposures, driven by
a stock’s price, are typically less stable and need to be rebalanced more often, thereby increasing turnover. Factors calculated
using balance-sheet data in combination with stock price will tend to show an intermediate speed of decay, while a pure
financial statement-based factor, such as Quality, will typically need less rebalancing to preserve factor exposure and to
capture any associated risk premium.
Investability
Investability is another constraint: a large investor will require greater capacity than a small asset owner, with implications for
factor choice and desired levels of factor exposure. The funding ratio of a pension fund will also be a deciding factor in the
desire to limit risk. Intentional exposure to the Size factor can be incorporated to enhance diversification. It is important to
be aware of the difference between unintentional Size exposure, often observed in top-down models due to the weighting
scheme employed in the underlying single factor indexes, and integrating a Size component directly and intentionally in a
bottom-up approach.

Product Evaluation Criteria
Avoiding Off-target Exposures
Having navigated the process of selecting a set of factors that complements the asset-allocation decision and investment
objectives, it is particularly important to limit or avoid exposure to off-target factors. Top-down approaches, especially those
employing diversified weighting schemes, typically introduce a substantial and unspecified size bias. Proponents of a topdown approach often claim the resulting portfolio is more diversified compared to a portfolio constructed using a bottom-up
approach. It is important to note this diversification is a result of unintentional Size exposure.
A bottom-up approach can incorporate a Size component directly and intentionally, leaving the investor with the choice and
the flexibility to determine the desired trade-offs between exposure and diversification.
A common misconception with a bottom-up portfolio is that it is concentrated relative to a top-down portfolio. However, on
a like-for-like comparison basis after matching factor exposures, bottom-up approaches show greater levels of diversification
compared to top-down approaches [2].
A Flexible Approach
Each investor’s unique return objectives, risk tolerances, investment horizons and governance will lead to different
preferences regarding factors, levels of exposure and sensitivity to investment capacity, concentration and turnover. Investors
may also have an increased interest in accommodating climate change and environmental, social and governance (ESG)
considerations. When integrating ESG, carbon and factor considerations, each objective may pull the portfolio in a different
direction.
Investors need to be observant of models and approaches that are regularly adjusted to meet with varying and changing
needs. A successful factor-investing approach should be flexible and able to incorporate the desired trade-offs and investor
preferences in a transparent, consistent and robust manner.
A copy of the full paper can be found on www.ftserussell.com as follows: http://www.ftserussell.com/files/research/implementation-considerationsfactor-investing

* Past performance is no guarantee of future results. Charts and graphs are provided for illustrative purposes only. Index returns shown may not represent the results
of the actual trading of investable assets. Certain returns shown may reflect back-tested performance. All performance presented prior to the index inception date is
back-tested performance. Back-tested performance is not actual performance, but is hypothetical. The back-test calculations are based on the same methodology that
was in effect when the index was officially launched. However, back- tested data may reflect the application of the index methodology with the benefit of hindsight,
and the historic calculations of an index may change from month to month based on revisions to the underlying economic data used in the calculation of the index.
References: [1] Smart Beta: 2017 Global Survey Findings From Asset Owners, FTSE Russell. http://www.ftserussell.com/files/research/smart-beta-2017-global-surveyfindings-asset-owners [2] Factor Exposure and Portfolio Concentration, April 2017, FTSE Russell. https://www.ftserussell.com/sites/default/files/research/factor_exposure_and_portfolio_concentration_final.pdf
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