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The case for multifactor exchange-traded funds is straightforward. It is in essence identical to the case for 

diversification, which Nobel Prize-winning economist Harry Markowitz has described as the only "free lunch" 

in investing. Implementation is simple: Don't put all your "eggs" in one factor. 

But just because the argument for factor diversification is sound and executing a multifactor strategy is seem-

ingly straightforward doesn't mean it's easy. In fact, in light of the proliferation of multifactor ETFs, selecting 

from the now-expansive menu is becoming more difficult by the day. Here I will take a closer look at the case 

for spreading around one's factor bets, discuss how to assemble an "A-Team" of factors, and touch on the 

importance that managing expectations plays in improving the odds of a successful outcome. 

A host of individual factors have been documented by academics and practitioners, though few are widely 

accepted as being credible. By my count, the ones that hold any water amount to six: value, momentum, size, 

quality, low volatility, and dividends (which might be thought of as a form of carry in stocks). Each of these 

factors has been 

researched by multiple 

scholars and/or 

professional investors. 

Many are present 

across asset classes and 

in different markets 

around the world. They 

have been subsequently 

tested out  of sample 

and still pass muster. 

They are, in a word, 

legit. 

Exhibit 1 shows the 

long-term performance 

of some of these 

factors in a long-only 

implementation as 

represented by their 

corresponding variants 

of the MSCI World 

Index. Across nearly 

three decades, each of 

these factor indexes 

has significantly 

outperformed its 

market-cap-weighted 
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parent. During the past 15 years, all but one of these indexes also produced superior risk-adjusted returns, as 

measured by Sharpe ratio. I mentioned the concept of a "free lunch" earlier—are these factors all unattended 

sandwiches? Hardly. 

What Exhibit 1 doesn't adequately depict is the cyclicality of these factors' performance. While each of the 

factor variants of the MSCI World Index delivered better absolute—and in most cases risk-adjusted—

performance relative to their parent benchmark during the period in question, it was not smooth sailing. This is 

apparent in Exhibit 2, which is the "periodic table" of these factor indexes' calendar-year returns during the past 

10 years. 

Each of these factors has and will continue to experience its own unique cycles. Stretches of market-beating 

performance will inevitably be followed by prolonged droughts. For example, as I discussed in "Value Investors 

Are Vexed" in the January issue, the value premium is in the midst of a decade-plus dry spell during which it 

has lagged growth by a wide margin. Value has been missing for so long that it's likeness is being printed on the 

back of milk cartons. 

One data point I have included in Exhibit 1 that is also useful as a crude proxy for this cyclicality is each factor 

variant's tracking error 

relative to the cap-

weighted MSCI World 

Index. The idea here is 

that the further, on 

average, the 

performance of each 

factor index strays 

from that of its parent, 

the more discomfort an 

investor might 

experience. If past 

behavior is any guide (I 

think it is), then 

discomfort will often 

lead investors to 

abandon sound 

strategies at precisely 

the wrong time. 

Owning a proven 

factor on a stand-alone 

basis has the potential 

to deliver better risk-

adjusted returns 

relative to owning the 

market, but it's hardly a 

free lunch. Bouts of 

underperformance can 



lead to buyer's remorse, which in turn can create the very real risk of bad investor behavior. 

Better Together 

Value, momentum, size, quality, low volatility, and dividends are members of my factor "A-Team." In my 

mind, value and momentum are the John "Hannibal" Smith and Bosco Albert "B.A." Baracus of factors. The 

former is the battle-tested leader of the group, cool under pressure and known to enjoy "cigar butts." The latter 

is known for being unpredictable and having a short fuse. Each member of this factor A-Team contributes its  

own unique and complementary talents in a team setting. The key to getting the chemistry right is sensible 

diversification—pairing factors that zig with teammates that zag under a given set of market conditions. 

Exhibit 3 is a 

correlation matrix that 

shows the trailing 15-

year correlations 

amongst the factor 

variants of the MSCI 

World Index that are 

also featured in the first 

two exhibits. It is 

apparent that some 

factors, measured 

strictly in terms of their 

historical correlations, 

are better complements 

than others. Value and momentum are like peanut butter and jelly. Meanwhile, value and dividend yield are like 

peanut butter and cashew butter. 

Diversifying across complementary factors makes sense. Doing so will mitigate the aforementioned cyclicality 

associated with owning any one factor in isolation. This could result in lower long-term returns relative to 

owning the single most potent factor in isolation, but that assumes: 1) you know what that factor will be on an 

ex-ante basis and 2) you have the stomach to stick with it for decades. In my mind, perhaps the single most 

compelling reason to opt for a multifactor strategy is that it will minimize the biggest risk of all—that investors 

will bail on a factor, manager, or strategy when it experiences an inevitable period of relative 

underperformance. 

What to Look For 

Generally speaking, I believe that owning a multifactor ETF is preferable to trying to build a do-it-yourself 

multifactor model, combining single factors on one's own, for most investors. The do-it-for-me approach is far 

more efficient from a cost, tax, and general portfolio management perspective. 

Combining stand-alone factors in a multifactor format is a sensible strategy to the extent that the factors in 

consideration are 1) credible, 2) well constructed, and 3) combined in such a way as to improve the overall 

risk/reward profile of the resulting portfolio relative to owning any of the factors in a stand-alone format, a 

traditional cap-weighted index fund, or an actively managed peer. 

Most of the multifactor ETFs on offer today pass the first test above. There are few—if any—suspect factors 

featured in these funds, most of which select from the members of my factor A-Team. Things get trickier when 



assessing factor construction and the manner in which these factors are combined. My preference, as always, is 

to keep it simple and cheap. 

As I emphasized in last month's cover story, "Index Construction Matters," index construction matters! It is vital 

that investors parse the details of the methodologies for these funds' underlying benchmarks to understand what 

drives them. I have a strong preference for simplicity over complexity. The more opaque and overwrought the 

methodology, the more likely it is that the index is a product of back-testing alchemy and that its methodology 

may ultimately be revised should its live performance not live up to its back-tested track record—a record that 

never looks bad. And, of course, costs matter. Many of these funds, while competitively priced versus actively 

managed peers, have fees that are many multiples of those levied by ETFs tracking broad, cap-weighted 

benchmarks. Be sure you are not paying active management fees for a passively managed fund. 

Last, be sure to manage your expectations. These funds are no magic elixir. Many are very new and track 

indexes with limited live track records. No matter how sensible their underlying indexes may seem and how low 

their fees, there's no guarantee they will deliver better risk-adjusted returns than a plain old cap-weighted index 

fund over a full market cycle. Much like single factors or good active managers, these funds will experience 

their own performance cycles (albeit potentially more muted ones). Investors' ability to reap the prospective 

rewards these funds might offer is positively correlated to their ability to stick with them through their 

inescapable ups and downs. 

Key Takeaways 

1) Individual factors can work, though they typically only pay off over long horizons, often marked by extended 

dry spells. 

2) This cyclicality can be too much for many to stomach, and they may bail before hitting their payday. 

3) Combining factors that have a low degree of correlation with one another can mitigate cyclicality relative to 

owning them on a stand-alone basis and thus have the potential to reduce the risk of bad behavior. Spread your 

bets. Keep it simple. Keep it cheap. 

4) Informed fund selection involves: 

Understanding how the individual factors are built. 

Understanding how they are combined. 

Calibrating your expectations regarding the fund's risk/return profile relative to an appropriate benchmark. 

 

Our thoughts: 

We are strong believers in taking a Quantitative, Factor driven approach to investing and concur with the broad 

conclusions of the above Morningstar article. However, the article gives the impression that these MSCI 

indexes are pure representations of each Factor, when they are not. For example, the High Dividend Yield index 

"construction starts with a dividend screening process: only securities with a track record of consistent dividend 

payments and with the capacity to sustain dividend payouts into the future are eligible index constituents. 

Securities are also screened based on certain “quality” factors such as return on equity (ROE), earnings 

variability, debt to equity (D/E), and on recent 12-month price performance. The goal is to exclude stocks with 



potentially deteriorating fundamentals that could be forced to cut or reduce dividends. From the list of eligible 

companies, only those with higher than average dividend yields are selected for inclusion in the index." So the 

index is comprised of the 285 stocks with the highest dividend yields ("excluding REITs") out of their 1,645 

stock universe after Quality and Momentum screens have been applied to Quality dividend paying stocks. This 

convoluted  process was probably necessary to obtain the positive back tested results shown for the Dividend 

Factor, and should leave a potential investor asking why not just invest in Quality and Momentum? Shareholder 

Yield is a superior Factor. Both the Risk and Equal Weighted indexes are MSCI's attempt to incorporate the 

Size Factor. Equal Weighting the S&P 500 outperforms the Market Cap Weighted version that is universally 

benchmarked. The same holds true for MSCI's Market Cap Weighted universe. MSCI's superior performing 

Risk Weighted index reweights their entire universe of stocks using the Low Volatility Factor ("Minimum 

Vol"). MSCI's Value Weighted index results from dividing their universe in half between Value and Growth 

based on "book value to price, 12-month forward earnings to price and dividend yield." The Valuation metric(s) 

used matters. "Book value to price" is a holdover from the original Fama French 3 factor model and has 

historically been one of the least effective Valuation Metrics (UPDATE ON THE VALUATION METRIC 

HORSERACE: 2011-2015  April 6, 2016   Wesley R. Gray, Ph.D.). In their November 2011 paper titled 

“Analyzing Valuation Measures: A Performance Horse-Race over the past 40 Years”, Wesley Gray and Jack 

Vogel found that "High E/M (earnings yield) and low B/M stocks generate the lowest average 

annual gross returns ... with no alpha." "Dividend yield" isn't a Valuation Metric. Portfolio construction (HOW 

PORTFOLIO CONSTRUCTION AFFECTS VALUE FUNDS  May 13, 2016   Jack Vogel, Ph.D.) also matters. 

Using EBIT/TEV as the Valuation Metric the table below shows "the compound annual growth rates for the 

various strategies from 1970-2015 for equal-weighted portfolios. The monthly rebalanced 50 stock value 

strategy earns 16.43% CAGR, whereas the annually rebalanced 500 stock portfolio earns 13.86% CAGR. It is 

important to note that all of these results are GROSS of transaction costs. There is a clear relationship between 

absolute returns and the number of firms, the holding period, and portfolio weightings. In general, it appears 

that 1) a more frequent rebalance, 2) a more concentrated portfolio, and 3) equal-weighting seem to increase 

returns, and do so independently." 
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