Has Factor Investing Failed?

“The Failure of Factor Investing was Predictable”
By Larry Swedroe | January 28th, 2019

In a recent ETF column, Allan Roth listed five investment lessons. While | agreed with much of what he wrote,
one claim — factor investing has “failed miserably” ("Don’t fall for fads—even academically based ones.
Factor investing was once called a “free lunch” by many. Yet small-cap value and many other factors failed
miserably. | argue the failure of factor investing was predictable. Other fads such as alternative investments
with promised high returns and low correlations or master limited partnerships, viewed as safe alternatives to
bonds, blew up as well. Two danger signs of a fad coming are that they are touted constantly (like smart beta
was), and claim free excess returns.") — called for examination of the facts. But first, a little background.

William Sharpe, Jack Treynor and John Linter are typically given most of the credit for introducing the capital
asset pricing model (CAPM). The CAPM was the first formal asset pricing model. It provided the first precise
definition of risk and how it drives expected returns.

The CAPM looks at returns through a “one-factor” lens, meaning the risk and return of a portfolio is determined
only by its exposure to market beta. In the 1993 publication of the study “Common Risk Factors in the Returns
on Stocks and Bonds,” Eugene Fama and Kenneth French proposed a new asset pricing model, which became
known as the Fama-French three-factor model. This model proposes that, in addition to the market beta factor,
exposure to the factors of size and value further explain the cross-section of expected stock returns. The authors
demonstrated that we lived not in a one-factor world, but in a three-factor world. They showed how the risk and
expected return of a portfolio is explained by not only its exposure to market beta but also its exposure to the
size (small stocks) and price (stocks with low prices relative to book value, or value stocks) factors. Fama and
French hypothesized that while small-cap and value stocks have higher market betas—more equity-type risk—
they also contain additional, unique risks (they are not free lunches) unrelated to market beta. The Fama-French
three-factor model improved the explanatory power from about two-thirds of the differences in returns between
diversified portfolios to more than 90 percent.

The Fama-French model became the workhorse model for financial economists. The fund family Dimensional
Fund Advisors (Fama and French led their research efforts) led the way in introducing factor-based funds based
on the Fama-French research. (Full disclosure: My firm, Buckingham Strategic Wealth, recommends
Dimensional funds in constructing client portfolios.)

Today, while hundreds of factors have been identified in the literature, only a few are generally accepted as
adding incremental explanatory power. And while there is some competition as to which is the best model, the
most accepted four- and five-factor models include some combination of market beta, size, value, momentum,
profitability and investment.

To test the claim that “Small-cap value and many other factors failed miserably,” we’ll examine the live returns
of the factor-based funds with the longest track record, those of Dimensional, and compare their returns with
those of the market-like portfolios of the premier provider of index-based strategies, Vanguard. We’ll look at
data for the longest period that both the factor-based fund of Dimensional and the total market fund of
Vanguard has been available. Using live funds allows us to account for both fund expenses and trading costs.
Data is from Portfolio Visualizer.
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Annualized

DFA Emerging Markets Small Cap [ (DEMSX)

Fand Start Date Returns
(End Date 12/18) %)
Domestic
Vanguard Total Stock Market Index Fund (VTSMX) 3/93 9.0
DFA U.S. Large Cap Value I (DFLVX) 3/93 9.6
Vanguard Total Stock Market Index Fund (VTSMX) 5/92 9.1
DFA U.S. Small Cap I (DFSTX) 5/92 10.1
DFA U.S. Micro Cap I (DFSCX) 5/92 11.0
Vanguard Total Stock Market Index Fund (VTSMX) 3/93 9.0
DFA U.S. Small Value (DFSVX) 3/93 10.7
International
Vanguard Developed Markets Index (VIMGX) 9/99 34
DFA International Value III (DFVIX) 9/99 52
DFA International Small Company I (DFISX) 9/99 7.5
DFA International Small Cap Value I (DISVX) 9/990 8.2
Vanguard Emerging Markets Stock Index (VEIEX) 4/98 6.4
DFA Emerging Markets Value I (DFEVX) 4/98 9.6
4/98 10.3

In each of the nine cases, the factor-based fund run by Dimensional outperformed the VVanguard total market
fund, with the outperformance ranging from 0.6 percentage point to as much as 4.8 percentage points. Despite
the higher fund expenses, both in terms of expense ratios and trading costs (due to higher turnover and trading
in less liquid small stocks), the nine Dimensional funds produced an average outperformance of 2.6 percentage

points.

Not only has factor investing, done properly, not failed miserably (as claimed), but investors have been well

rewarded for their beliefs.

So where does this idea of failure come from? One reason we hear the claim is because of the behavioral
problem known as “recency bias”—focusing on short-term performance while ignoring long-term historical

evidence.




Recency Bias

It’s certainly true that over the most recent 10-year period, the value premium in the U.S. has basically
disappeared (at least when value is proxied via portfolios of high book-to-market stocks). That’s one reason we
hear the claims of “value is dead” and “factor investing has failed.” Another explanation we hear is that “cash
flows into the strategy have eliminated the premium.” We’ll examine each of these claims to see if they hold up.
To begin, we’ll examine the 10 calendar years for both U.S. and international value funds. We’ll also look at the
returns to small stocks. Data is again from Portfolio Visualizer.

Annualized
Fand Returns
2009-18
(%)
Domestic
Vanguard Total Stock Market Index Fund (VISMX) 13.1
DFA U.S. Large Cap Value I (DFLVX) 13.2
DFA U.S. Small Cap I (DFSTX) 13.4
DFA U.S. Micro Cap I (DFSCX) 131
DFA U.S. Small Value (DFSVX) 121
International
Vanguard Developed Markets Index (VIMGX) 6.3
DFA International Value III (DFVIX) 6.3
DFA International Small Company I (DFISX) 9.5
DFA International Small Cap Value I (DISVX) 8.8
Vanguard Emerging Markets Stock Index (VEIEX) 7.3
DFA Emerging Markets Value I (DFEVX) 8.2
DFA Emerging Markets Small Cap [ (DEMSX) 11.1

While it’s true that U.S. small value stocks underperformed, with DFSVX underperforming VTSMX by 1
percentage point, DFLV X actually outperformed by 0.1 percentage point. And if the value premium were, in
fact, dead, how do you explain the fact that, while DFVIX matched the performance of VTMGX, DISVX
outperformed by 2.5 percentage points and DFEVX outperformed by 0.9 percentage point? As to the size
premium, while there was virtually no realizable size premium in the U.S. over the period, DFISX outperformed
VTMGX by 3.2 percentage points a year, and DEMSX outperformed VEIEX by 3.8 percentage points a year.
Clearly, even over the most recent 10-year period, factor-based investing not only didn’t fail miserably, it didn’t
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fail at all. The only case of any meaningful underperformance was in U.S. small value. However, that
underperformance was much less than the outperformance of factor-based funds internationally.

While we are on the subject of recency, it’s important that investors not make another common error. In my
almost 25 years of experience as a financial advisor, I’ve learned that, when it comes to evaluating investments
and investment strategies, most investors (both institutional and individual) think that three years is a long time,
five years a very long time, and 10 years an eternity. On the other hand, financial economists know that 10
years can be nothing more than noise. Not understanding this leads to the problem of recency bias.

In case you are prepared to believe that 10 years of little to no value premium in the U.S. means that the value
premium is dead, consider that there have been even longer periods in the U.S. where the market beta premium
has been negative. In fact, there are three: the 15 years from 1929 through 1943 (-0.49%), the 16 years from
1966 through 1981 (-0.28%), and the 13 years from 2000 through 2012 (-0.02%). (Data is from Ken French’s
website.) Hopefully, you would not have given up on belief in the equity premium based on those long periods.
Similarly, you should not lose faith in the premiums in the other factors we have examined.

The fact is that all risky assets go through long periods of poor performance. That’s a reason to diversify across
unique sources of risk, not avoid them after periods of poor performance. | also found it of interest that, in his
column, Allan Roth noted that, even though international did poorly in the last 10 years, you should not
abandon them. The same logic should apply to the size and value premiums, both of which have strong
evidence of persistence, pervasiveness, robustness and have intuitive risk- and/or behavioral-based explanations
for why they should persist. And you’ve seen evidence of their implementability (they survive transactions
costs).

We have another important point to cover.
Has Popularity Destroyed the Value Premium?

One of the claims I’ve often heard is that the popularity of the value premium post-publication—cash flows into
all these “smart beta” strategies—has killed the value premium. To address this issue, we’ll first look at the
most recent research on this issue.

In their December 2018 study “Characteristics of Mutual Fund Portfolios: Where are the Value Funds?”, Martin
Lettau, Sydney Ludvigson and Paulo Manoel provided a comprehensive analysis of portfolios of active mutual
funds, exchange-traded funds (ETFs) and hedge funds through the lens of risk (anomaly) factors such as size,
value and momentum. These are among their interesting findings:

e Funds do not systematically tilt their portfolios toward profitable factors, such as high book-to-market
(BtM) ratios, high momentum, small size, high profitability and low investment growth. In fact, for
some factors, mutual funds target the low-return leg of long/short factor portfolios rather than the high-
return leg. This bias is especially strong for BtM ratios.

e There are virtually no high-BtM funds in the sample, while there are many low-BtM “growth” funds.
For example, only seven of 2,657 funds in their sample have a BtM score in the fourth quintile or above
(while 18 percent of S&P 500 stocks have a BtM score above 4). The bulk of “value” funds (mutual
funds, ETFs and hedge funds) have BtM scores between 2 and 3.5. Further, value funds hold a larger
portion of their portfolio in stocks in the lowest BtM quintile (24 percent) than in stocks in the highest
BtM quintile (13 percent).
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e Portfolios of “growth” funds are concentrated in low BtM-stocks, but “value” funds hold stocks across
the entire BtM spectrum—more than half of all value funds hold a larger share of low-BM stocks than
high-BM stocks, and only 7 percent hold more than 25 percent of their portfolio in high-BM stocks.

e Even funds with an explicit value objective hold a larger share of low BtM stocks than high-BtM stocks
in their portfolios. This bias is present in other value/growth measures, such as the earnings-to-price and
dividend-to-price ratios.

Lettau, Ludvigson and Manoel concluded:

Our results suggest that active mutual funds do not systematically hold the stocks with characteristics associated with high
returns and thus are unlikely to contribute to any shrinking of factor premia during the sample period.

We can also look to valuations. If cash flows had eliminated the premium, we should observe a shrinking of the
spread between valuations of growth and value stocks. With that in mind, we can examine the data.

| kept a table from a seminar Dimensional gave in 2000. It shows that at the end of 1994, the price-to-book
(P/B) ratio of large-growth stocks was 2.1 times the P/B ratio of large-value stocks. Using Morningstar data, as
of year-end 2018, the Vanguard Growth Index Fund (VIGRX) had a P/B ratio of 4.8, and the VVanguard Value
Index Fund (VIVAX) had a P/B ratio of just 2.0—the spread has actually widened from 2.1 to 2.4. Thus, value
stocks are cheaper today, relative to growth stocks, than they were shortly after Fama and French published
their famous research.

We can also look at the P/E metric. In 1994, according to the Dimensional table, the ratio of the P/E in large-
growth stocks relative to the P/E in large-value stocks was 1.5. As of year-end 2018, and again using
Morningstar data, VIGRX had a P/E ratio of 17.8 and VIVAX had a P/E ratio of 12.3. Thus, the ratio, at 1.4,
was virtually unchanged. So far, there’s no evidence here that cash flows have eliminated the premium.

We see similar results when we look at small stocks. The Dimensional data shows that, at the end of 1994, the
P/B of the small stocks was about 1.5 times that of the P/B of small-value stocks. Again, using Morningstar
data, the P/B of the VVanguard Small Growth Index Fund (VISGX) at 2.6 was 1.7 times that of the P/B of 1.5 of
the Vanguard Small Value Index Fund (VISVX). Thus, the spread has widened, not narrowed. When we look at
P/E ratios, we again see similar results.

At year-end 1994, the P/E of U.S. small growth stocks was 1.2 times that of the P/E of small value stocks. At
year-end 2018, the P/E of VISGX at 18.8 was 1.6 times greater than the P/E of 11.7 for VISV X. Again, we see
a widening of spreads. Thus, there is no evidence that popularity and resulting cash flows have killed the
premium.

The bottom line is that there is no evidence to support the view that the value premium is dead. You cannot find
it in valuations. And as you saw, value has outperformed internationally even over the most recent decade,
when the premium disappeared in the U.S. ...

Simple, Not Easy

While smart investing is simple, it isn’t easy because of all the behavioral mistakes investors make (as humans,
we are subject to many biases). Knowing the long-term historical evidence, ignoring what is very likely noise in
short-term returns (and that means even periods of 10 years and longer), and knowing the long-term historical
evidence can help you avoid mistakes. With that in mind, here’s my opinion about the prudent investment
strategy.
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Prudent Investing

The first premise is that the markets are highly, though not perfectly, efficient. That should lead you to invest in
funds that do not engage in individual security selection or market timing. Instead, they focus on gaining
exposure to factors that have demonstrated premiums that have been persistent, pervasive and robust to various
definitions. They then use intelligent design and patient trading to minimize, or even eliminate, the negatives of
pure index strategies.

The second premise follows from the first. If you believe that markets are highly efficient, it should follow that
you also believe that all risky assets have similar risk-adjusted returns.

The third premise follows from the first two: If all risky assets provide similar risk-adjusted returns, you should
diversify your portfolio across as many unique sources of risk and return as you can identify that meet the
established criteria.

With those basic premises as the foundation, it’s important to understand that, while diversification has been
called the only free lunch in investing, it doesn’t eliminate the risk of losses. And it requires accepting the fact
that parts of your portfolio will behave entirely differently than the portfolio itself. And it may underperform a
broad market index for a long time. In fact, a wise person once said that if some part of your portfolio isn’t
performing poorly, you’re not properly diversified.

Diversification is hard. And because misery loves company, losing unconventionally is harder than failing
conventionally. I would add that living through bad times is harder than observing them in backtests. All of this
explains why it is so hard to be a successful investor—while achieving diversification is simple, living with it is
hard. Knowing your level of tolerance for the dreaded disease known as “tracking error” regret
(underperforming a popular index), and investing accordingly, will help keep you disciplined. Conversely,
taking more tracking error than you can stomach is a prescription for failure.

The less tracking error you are willing to accept, the more the equity portion of your portfolio should look like
the S&P 500 Index. On the other hand, if you choose a market-like portfolio, it will not be very diversified by
sources of risk and will have little to no international diversification. At least between the two choices, avoiding
or accepting tracking error risk, there is no free lunch.

As Michael Maubossin noted:

A quality investment philosophy is like a good diet: It only works if it is sensible over the long haul and you stick with iz.” He
also observed that “Investment philosophy is really about temperament, not raw intelligence. ...

Our thoughts

Larry Swedroe is the co-author of "Your Complete Guide to Factor-Based Investing: The Way Smart Money
Invests Today", one of the books I use for my University of Oklahoma class "Advanced Topics in Investments."
His firm uses DFA OEFs for their clients. We don't, as detailed in our most recent portfolio critique, Index Fund
Advisors' Turn - 1/20/19, which is posted on our website. As we noted there, "While DFA funds certainly aren’t
bad, there are better alternatives.” We provide below updated Morningstar charts for the 2 comparable
Multifactor ETFs that we use for clients, having added DFA OEFs (orange lines), and the VVanguard OEFs
(green lines) used above as benchmarks. By using DFA OEFs since 4/27/2015, Larry actually understates
Factor-Based Investing's outperformance.
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