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Currently, there is significant research being conducted around how to best invest in

factors—which, simply put, represent certain equity attributes that may be associated

with higher returns. As we discussed in our previous blog “The factors that drive perfor

mance”, there are five main factors academics agree upon: value, quality, size, momentum

and low volatility.

 

There are many ways to gain exposure to these factors individually, such as using

Exchange Traded Funds (ETFs), but as the existence and benefits of factors becomes more

accepted, multifactor strategies have become the next logical step. In our view, the

benefit of a multifactor strategies lies in the fact that no single factor continues to

outperform all markets at all times. As different factors come into and out of favour,

maintaining multifactor exposure could mitigate the risk associated with trying to time

factors, thereby landing in the worst-performing factor at the worst time. 

 

Multifactor diversification may help reduce risk and regret

 

Different factors perform at different times. As the chart below demonstrates, none of

the factors outperformed during every single calendar year. Since it is a practical

impossibility to consistently know ahead of time which factors will be the best (or

worst) performing, we believe a multifactor approach makes sense. 

 

Figure 1: Calendar year returns show factor performance ebbs & flows

Sources: Bloomberg, Factset, MSCI. Period is from 31 December 1997 to 30 September 2018. You cannot invest
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directly in an Index. 

The MSCI Factor strategies do represent underlying indexes and do include

backtested returns. Value: MSCI USA Enhanced Value Index, which began live

calculation on 12 Dec. 2014. Minimum Volatility: MSCI USA Minimum Volatility

Index, which began live calculation on 2 June 2008. Momentum: MSCI USA Momentum

Index, which began live calculation on 15 Feb. 2013. Size: MSCI USA Risk-

Weighted Index, which began live calculation on 28 June 2011. Quality: MSCI USA

Quality Index, which began live calculation on 18 December 2012. Returns are

calculated net of tax withholdings. Historical performance is not an indication

of future performance and any investments may go down in value.

 

A new breed of active management?

 

Multifactor and active approaches through ETFs are plentiful, but they are not created

equally. In our view, as these approaches are investigated, it is important to consider

the following elements:

Which factors are utilized? Even if the widely accepted factors are size, value,

momentum, quality and low volatility, not every multifactor strategy follows these

factors in the exact same proportions. Confirming which factors are touched upon

could be an important step in a due diligence process.

How are the factors balanced? Some approaches may take existing single factor

indices and blend them together. Other approaches may screen each stock across a

spectrum of factors, thereby staking index inclusion more on a stock’s capability to

be well-rounded rather than excellent with respect to a single factor alone.

Rebalancing frequencies for indices are also important to consider here.

Number of stocks? Some strategies are very selective, leading to smaller overall

numbers of constituents. Other approaches tend towards broader exposures with

greater numbers of stocks. The number of stocks is important because, as the number

drops, the approach becomes more selective and therefore places a greater risk on

any singular equity position, as well as creating more sources of differentiation

against market capitalization-weighted benchmarks. It is these sources of

differentiation that create the potential for tracking error. 

Because different factors perform at different times, we believe a carefully considered

multifactor approach could help drive portfolio performance in almost any market.

 

Related blogs

+ The factors that drive performance

Related products

+ WisdomTree US Multifactor UCITS ETF - USD

+ WisdomTree US Multifactor UCITS ETF - USD Acc

View the online version of this article here.
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Important Information

 

Marketing communications issued in the European Economic Area (“EEA”):         This

document has been issued and approved by WisdomTree Ireland Limited, which is authorised

and regulated by the Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA:         This

document has been issued and approved by WisdomTree UK Limited, which is authorised and

regulated by the United Kingdom Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as

“WisdomTree” (as applicable). Our Conflicts of Interest Policy and Inventory are

available on request. 

For professional clients only. The information contained in this document is for

your general information only and is neither an offer for sale nor a           

solicitation of an offer to buy securities or shares. This document should not       

be used as the basis for any investment decision. Investments may go up or down

in value and you may lose some or all of the amount invested. Past performance

is not necessarily a guide to future performance. Any decision to invest should

be based on the information contained in the appropriate prospectus and after          

seeking independent investment, tax and legal advice. 

The application of regulations and tax laws can often lead to a number of            

different interpretations. Any views or opinions expressed in this communication

represent the views of WisdomTree and should not be construed as regulatory, tax

or legal advice. WisdomTree makes no warranty or representation as to the          

accuracy of any of the views or opinions expressed in this communication. Any           

decision to invest should be based on the information contained in the          

appropriate prospectus and after seeking independent investment, tax and legal        

advice.

This document is not, and under no circumstances is to be construed as, an advertisement

or any other step in furtherance of a public offering of shares or securities in the

United States or any province or territory thereof. Neither this document nor any copy

hereof should be taken, transmitted or distributed (directly or indirectly) into the

United States. 

Although WisdomTree endeavours to ensure the accuracy of the content in this document,

WisdomTree does not warrant or guarantee its accuracy or correctness. Where WisdomTree

has expressed its own opinions related to product or market activity, these views may

change. Neither WisdomTree, nor any affiliate, nor any of their respective officers,

directors, partners, or employees accepts any liability whatsoever for any direct or

consequential loss arising from any use of this document or its contents.
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