
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 .

#3) Tying It All Together

We bel ieve that  equit ies ,  over t ime ,  are a great  way to create wealth .

Exposure to equit ies can be captured passively –  which means you earn

the return of  the market  –  or  act ively.  I f  an investor  wants to earn excess

return (aka alpha )  –  he /she needs both a long - t ime hor izon and a

wi l l ingness to deviate f rom the market  ( t racking error ) .  I f  there is  a way to

generate alpha and take less r isk ,  we consider that  as an att ract ive

opportuni ty to compound wealth over t ime .

We bel ieve there are factors in the market  that  can del iver  these resul ts ,

and the data shown in the pr ior  posts in th is  ser ies support  th is

conclusion .  In  the short  term ,  large deviat ions are to be expected and
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investors should expect  per iods of  underperformance ;  however,  in  the

long term ,  there is  opportuni ty to get  paid for  the r isks being taken .

The last  graphs we present show how the port fol io of  the 5 -Factors would

al ign to the S&P 500 over varying t ime per iods .  Anything above or  to the

left  of  the diagonal  l ine represents outperformance whereas anything

below and to the r ight  is  underperformance .  Important ly,  as the t imeframe

increases ,  so too does the f requency of  outperformance .

The 5 -Factor Portfol io outperforms 60%  of  the t ime over 1 -year period

over the last  360 observations .

For I l lustrat ive Purposes Only.

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

June 2023 )  as of  June 30,  2023 .  Performance ref lects backtested data using monthly

return data f rom June 1992 –  June 2023 ;  360 data points for  the rol l ing 1 -year

performance chart .  Informat ion as of  June 30,  2023

The 5 -Factor Portfol io outperforms 74%  of  the t ime over 3 -year period

over the last  336 observations .

For I l lustrat ive Purposes Only

Source :  Factset  (Jan .  1991 –  June 2019 )  as of  June 30,  2019 ;  Bloomberg (July 2019 –
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For I l lustrat ive Purposes Only

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

–  June 2023 )  as of  June 30 ,  2023 .  Performance ref lects backtested data using

monthly return data f rom June 1992 –  June 2023 ;

June 2023 )  as of  June 30,  2023 .  Performance ref lects backtested data using monthly

return data f rom June 1992 –  June 2023 ;

The 5 -Factor Portfol io outperforms 80%  of  the t ime over 5 -year period

over the last  312 observations .

In  summary,  hopeful ly,  th is  ser ies has been educat ional  and insightful .  We

wanted to art iculate that  equit ies remain a pert inent  piece of  the puzzle to

compounding wealth ,  but  the r ide may not  a lways be smooth .  Tracking

error  can be a psychological  r isk ,  in  part icular  when i t  is  not  working in

your favor.  By understanding tracking error,  investors wi l l  be better  sui ted

to understand the r isks that  come with an act ively managed port fol io ,  in

part icular  in the very short  term .  Deviat ions f rom a benchmark ,  namely

those that  are constant ly  being shown on TV ( l ike the S&P 500 ) ,  should be

expected .   With proper management ,  we bel ieve that  t racking error  should

be tolerated because i t  is  the tol l  you pay to achieve alpha .

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 .
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