
I n this 3 -part  blog series ,  our  investment management team provides

research into the possible benef i ts  of  using mult i - factor  model ing to

create investment strategies .  Our f i rst  post  wi l l  look at  the def in i t ion of

the factors and how tracking error  impacts th is  type of  strategy.  The

second post  wi l l  d ive in a bi t  further to look at  each of  the 5 factors both

indiv idual ly  and col lect ively.  Our f inal  post  wi l l  t ie  together a l l  these

elements to complete the story of  ut i l iz ing mult i - factor  model ing .

#2) The 5 Factors: Individually vs Collectively

In  our last  blog post ,  we focused on understanding what t racking error

means to an investor  in his /her port fol io and i l lustrated how a port fol io of

5 -Factors can deviate mater ia l ly  f rom the broader market  in any given 12 -

month window.  What we are going to show in th is  post  is  how combining

that  group of  factors is  benef ic ia l  f rom a port fol io r isk- reduct ion

perspect ive .

This table shows the indiv idual  t racking error  against  the S&P 500 for

each of  the 5 Factors we monitor.  Clear ly,  at  the s ingle - factor  level ,  each

tracking error  is  h igher than the port fol io combined .  This is  not  a magic

tr ick ,  but  a resul t  of  combining factors that  do not  a l l  move in unison .
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Source :  Factset  (Jan .  1991 –  June 2019 )  as of  June 30,  2019 ;  Bloomberg (July 2019

–  June 2023 )  as of  June 30,  2023

Universe used to measure factor  exposures is  the S&P 100 Index .  The 5 Factor

Port fol io is  equal ly -weighted with semi -annual  rebalancing .  Tracking Error  =

Standard Deviat ion of  Excess Returns

Source :  Factset  (Jan .  1991 –  June 2019 )  as of  June 30,  2019 ;  Bloomberg (July 2019

–  June 2023 )  as of  June 30,  2023

Universe used to measure factor  exposures is  the S&P 100 Index .  The 5 Factor

Port fol io is  equal ly -weighted with semi -annual  rebalancing .

Some zig whi le others zag .   This is  due to the divers i fy ing nature of

combining factors .

For math junkies ,  we ’ve included the correlat ion table below to i l lustrate

that  the di f ferent  factors vary with one another but ,  by and large ,  have

higher levels of  correlat ion to the S&P 500.  This matters for  divers i f icat ion

of  r isk and divers i f icat ion s imply comes by combining character ist ics that

are not  perfect ly  correlated with one another (meaning a correlat ion of  +1 ) .

In  ef fect ,  by combining these character ist ics ,  the port fol io ’s r isk has been

reduced .  I f  i t  is  chal lenging to stomach returns that  could be 5 -6%  away

from the benchmark in any given year,  t ry  owning a s ingle - factor  port fol io

that  could under -  or  outperform by 10%  or  more in a 12 -month window !

Why should this  amount of  t racking error  be tolerated?  Now we are gett ing

to the good stuf f !  This table i l lustrates major  r isk and return

character ist ics for  each factor,  the port fol io combining those factors ,  and

the S&P 500.  Without gett ing too deep into the weeds ,  what we want to

focus on is  a lpha ,  or  more s imply,  excess return .  Al l  investors would l ike

alpha .  I t  means you are earning more return relat ive to the r isks that  are

being taken ,  so posi t ive alpha is  good !  Over long per iods of  t ime ,  these 5

Factors have al l  del ivered posi t ive alpha ,  which t ranslates into posi t ive

alpha for  the port fol io as wel l .  The reason this  a lpha exists ,  however,  goes

back to the wi l l ingness of  an investor  to tolerate short - term f luctuat ions

exhibi ted by t racking error.
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Source :  Factset  (Jan .  1991 –  June 2019 )  as of  June 30,  2019 ;  Bloomberg (July 2019

–  June 2023 )  as of  June 30,  2023

Universe used to measure factor  exposures is  the S&P 100 Index .  The 5 Factor

Port fol io is  equal ly -weighted with semi -annual  rebalancing .  Sharpe Rat io =  Factor

Annual  Return –  R isk Free Return /  Factor  Std .  Dev.  Alpha =  Factor  Annual ize Return

–  [Risk Free Return +  Factor  Beta x (S&P 500 Return –  R isk Free Return ) ] *Risk Free

Return is  f rom the 1 -3 month Treasury Bi l l  Index f rom Bloomberg ;  Annual ized Return

from June 1993 –  June 2023 =  2 .3%

This table might  ra ise the quest ion as to why not  just  own the Low Beta

factor,  af ter  a l l ,  i t  has generated substant ia l  a lpha over the past  30 years !

And to that ,  we point  you back to the indiv idual  factor  t racking errors in

which Low Beta over any given 12 -month window has substant ia l

deviat ions f rom the broader market  at  1 1 .5%.  For many investors ,  that  level

of  f luctuat ion on i ts  own can be chal lenging to stomach .

In  our next  post ,  we wi l l  t ie  a l l  of  these elements together.  Now that  you

have digested the appet izer  (Blog #1 )  and main course (Blog #2 ) ,  i t  is  t ime

for further indulgence and everyone ’s favor i te –  dessert !  (Blog #3 ) .

The investment strategy presented may not  be sui table for  a l l  investors .

Please contact your f inancial  advisor  and review important  disclosures

before making any investment decis ions .

View Blog Post #3 HERE
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