
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 .

#1) The Factors and Tracking Error Defined

Most investors say they have a long investment hor izon but  of ten st i l l

focus on performance over a shorter  t ime per iod of  months or  quarters .   In

an instantaneous world with CNBC blar ing the latest  headl ines i t  can be

hard to focus on longer investment t imel ines .   I t  is  easy to get  sucked into

a FOMO ( fear  of  missing out )  mindset .  This is  how bubbles can form .

From an investment lens ,  i t  is  d i f f icul t  to ignore the constant  v isual  of  how

markets and personal  investments have performed as i t ’s often readi ly

avai lable at  our f ingert ips .  This makes i t  d i f f icul t  to zoom out and focus on

the bigger picture whi le making i t  easy to get  sucked into short - term

movements even in the face of  big r isks .
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With this  in mind ,  one measure we would l ike to present is  ‘ t racking error ’

(or act ive r isk ) .  In  i ts  s implest  terms ,  t racking error  shows the var iat ion in

returns of  one ’s port fol io relat ive to a benchmark .  Put  another way,  i t

shows how much one should expect  their  port fol io ’s performance to

deviate f rom a benchmark in any given year.

For example ,  i f  the benchmark index has an average histor ical  return of  8%

and your port fol io has a t racking error  to th is  index of  5%  that  means that

two - th i rds of  the t ime ,  your port fol io wi l l  have a return within 5%  of  the

benchmark return (between 3%  –  13%).  Of  course that  a lso means that  one -

th i rd of  the t ime ,  your port fol io wi l l  have a return var iance greater  than

5%.

To i l lustrate th is  concept in pract ice ,  we have created a port fol io of  5

equal ly -weighted factors .  This strategy is  wel l -known throughout the

industry and includes ample academic research support ing i ts  use in

construct ing a port fol io .  The secur i t ies under ly ing each factor,  as def ined

below,  are drawn from the largest  100 companies in the U .S .

Those factors used for i l lustrat ive purposes are :

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 .  Graphic represents the

excess returns of  the 5 Factor  Port fol io against  the S&P 500 Index on a rol l ing 12 -

month basis

Low Beta :  Companies that  move less than the market .–

High Momentum :  Companies that  have performed wel l  wi l l  l ikely

cont inue to do so .

–

Value :  Companies whose pr ice relat ive to what they earn is  low.–

Yield :  Companies that  distr ibute a larger quant i ty  of  cash f lows to

their  investors relat ive to their  current  pr ice .

–

Quality :  Companies that  exhibi t  super ior  prof i tabi l i ty–
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The dotted l ines i l lustrate the tracking error  band in which we would

reasonably expect  about 2 /3 of  a l l  annual  returns to fa l l .  As noted ,

anything above 0%  means the 5 - factor  port fol io outperformed the

benchmark over that  12 -month per iod and anything below 0%  was

underperformance .  What is  pecul iar  about today is  that  the 5 - factor

port fol io is  wel l  outs ide of  the t racking error  band and thus represents

performance that  is  h istor ical ly  more of  an out l ier  –  a  s imi lar  event

occurred dur ing the COVID market  in 2020.

Why does this  matter?  I f  you look at  returns in any given year and are

constant ly  comparing them to the benchmark ,  there wi l l  be instances

where you feel  real ly  good and some where you don ’ t .  With a port fol io

that  has high levels of  t racking error,  one should expect  large deviat ions

in the short  term .  However,  as we hope to i l lustrate in the forthcoming

blog posts ,  t racking error  over long invest ing hor izons should be tolerated

because ,  wi thout i t ,  there is  no means of  generat ing excess returns for  the

r isks being taken .

Next up ,  we are going to look at  how each of  the 5 factors we used for

this  i l lustrat ion indiv idual ly  have large tracking errors ,  but  when

combined ,  can be support ive in reducing the overal l  port fol io ’s level  of

deviat ion f rom i ts  benchmark .  P lus ,  you wi l l  not  want to miss why,  as an

investor,  you might  consider seeking 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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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 .

Benefits of Multi-
factor
Modeling:Part 2

#2 )  The 5 Factors :  Indiv idual ly  vs Col lect ively

0 7 . 3 1 . 2 3  ·

R E T I R E M E N T  A N D  F I N A N C I A L

P L A N N I N G

https://6meridian.com/category/retirement-and-financial-planning


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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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 .

https://6meridian.com/team#wealth-management
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