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igh returns, low fees. It’s the holy grail of the 
investing, and smart beta – a strategy that marries 
an index with certain risk premia – claims to have  
found it. Tapping into particular performance 

factors such as value, growth or quality, these solutions seem 
to offer index-beating returns at a fraction of the cost of 
traditional active managers. It’s little wonder the sector has 
grown rapidly – recently hitting $1 trillion in assets. 

But as its popularity scales new heights, some analysts are 
sounding the alarm. Not only has performance not always 
matched the heady expectations, but many different factor 
funds can be remarkably similar to one another. That makes 
due diligence crucial. Citywire takes a deep dive into these 
shortcomings and asks how allocators can get smart about 
smart beta (page four). 

Elsewhere, we look at the best ways to implement these 
new tools and funds. We find that value and momentum are a 
popular combination, even if momentum is harder to capture, 
and costs remain a perennial concern. You can read more 
about the blends selectors are using on page 16. 

Finally, we round things off by asking which factor is likely 
to be king of the factor zoo in 2018 (page 20). After nearly a 
decade of dominance, could growth finally be about to give 
way to value as the Federal Reserve looks to hike rates further? 
And will low-volatility funds offer a sanctuary to risk-averse 
investors as volatility returns? 
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s the battle between active and 
passive investing rages on, ‘smart 
beta’ – a sort of halfway house 
between the two – has quietly 

passed the $1 trillion mark. The milestone came 
and went in december, with investors seeking 
an alternative to active management beyond 
simply buying a market-cap-weighted index.

It all sounds rather promising: Investors can 
access the trusted return drivers identified by 
academics like Eugene Fama and Kenneth 
French for just a couple of extra basis points.

But this growing segment of the market 
does not come without risks or skeptics. 
some experts are concerned that expected 
performance of these funds may not be as 
good as providers have predicted. or worse 

A

still, that the products are based upon recent 
trends that could fall away in the event of 
a crisis. As smart beta comes of age, it’s 
important that allocators understand both sides 
of this debate if they want to be smart about 
smart beta.

DiGGinG ThE DATA
Although these funds certainly sound good 
in theory, in practice even well intentioned 
research can be subject to ‘data mining.’ smart 
beta providers and academics, and investors at 
large,  must question the rigor with which smart 
beta characteristics are measured, via so-called 
back testing – a means of seeing how they 
hold up against historical market movements.

Concerns like this are nothing new. When 
Fama and French published their seminal work 
in 1992, finding that small-cap and value stocks 
outperformed on a historical basis, the pair 

getting smart 
about smart beta

With more and more investors flocking to smart 
beta strategies, it’s time to think carefully about 
what’s driving performance

anDrew manners
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were met with a wave of criticism, including the 
accusation that their findings were little more 
than ‘data mining.’ As the old saying goes: ‘If 
you torture the data hard enough, it will tell 
you anything.’

how far could these misguided methods 
be taken? last year, Bloomberg journalist 
dani Burger teamed up with BlackRock’s 
head of factor investing strategies, 
Andrew Ang, to create a mock factor 
fund based on cats. having bought up 
companies with ‘cat’ in the name – such 
as Caterpillar – the fund soon produced 
some eye-popping returns, much to the 
chagrin of Ang, who maintains that factors 
should be based on economic intuition. 

Another errant back test even showed 
that the best predictor of the s&P 500 was 
butter production in Bangladesh.

of course, these factors or anomalies 
have almost zero economic foundation, so 
there’s no need to track the south Asian butter 
market just yet. But it does go to show the ease 
with which back tests can be manipulated to 
produce a certain outcome. 

hence, the vast majority of smart beta 
solutions target generally accepted sources of 
return like value, quality, momentum and low 
volatility that are supported by both economic 
rationale and have been subject to years of 
scrutiny by both academics and practitioners. 
Ang says, ‘With the proliferation of new factor-
based products, it’s critical to sort through 
the noise to identify those factors with robust 
evidence and economic intuition.’

Cam Harvey, professor of finance at Duke 
University and partner at Research Affiliates, 
explains: ‘To get a back test that does better 
than existing products is actually really easy, 
so there is a risk that investors will invest in 
something and be disappointed.

‘For most investors at least, the best thing 
to do is to go to a strong and reputable 
company that actually wants to benefit the 
client and wouldn’t risk their reputation by 

data mining,’ harvey says. ‘And everyone, 
including institutions, should watch out for robo 
implementations that aim to collect fees as 
quickly as possible. This includes investment 
banks, which essentially just ride on their 
banking reputations.’

noT So SmART bETA
As these strategies grow in popularity and use, 
analysts debate just how ‘smart’ many of these 
funds actually are. For example, is there a risk 
that some smart beta funds will overpromise 
and underdeliver when it comes to providing 
any distinguishable alpha?

While certain factors do contribute to 
outperformance over time, vincent deluard, 
global macro strategist at INTl FCstone 
Financial, argues that ‘at the end of the day, 
you probably only need a handful of ETFs for 
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the main anomalies.’ Beyond this, he says, 
‘most ETFs really do the same thing, with 
minor tweaks such as different weightings and 
definitions of terms such as “volatility” and 
“quality”.’

But those ‘minor tweaks’ can cause 
differences in return across smart beta 
solutions over relatively long periods. Rob 
Nestor, the head of smart beta at BlackRock, 
says ‘Not all smart beta providers are 
created equal. It’s important to partner with 
an experienced, trusted provider that has 
a heritage in factor investing. Construction 
matters.

‘There are 316 factors that have been 
published in top academic journals,’ harvey 
adds. ‘so that alone is evidence of data mining 
on the academic side, and my paper suggests 
that more than half of these so-called factors 
are false. The low hanging fruit – factors such 
as value and quality – have already been found 
and harnessed.’

Sara Shores, head of strategy for factor-
based investing at BlackRock, says, ‘While 
many so-called anomalies have been identified 
by academic research – only a few meet the 
criteria of factors. Just because an anomaly 
made it into an academic journal doesn’t make 

it a “rewarded” factor, with expectation of long-
run outperformance. That is a much higher bar, 
and with that lens there are relatively few.’ 

In theory, this ‘factor zoo’ could extend 
indefinitely. As AQR Capital Management 
co-founder Cliff Asness reflected last year, 
‘Everything you can sort on can be a factor, 
but not all factors are interesting. Factors need 
some economics, theory or intuition.’

The lesson here, then, is that keeping 
things simple is best as the smart beta 
universe rapidly expands. As with most areas 
of investing, more often than not, the best 
performing funds are both low cost and most 
transparent; higher fees are generally a poor 
indicator that a certain fund will be able to 
directly capture the factors of interest.

‘Investors should be careful,’ deluard 
cautions. ‘A lot of new launches by ETF 
providers with heavy marketing have driven 
this market. The fees have compressed so 
much on plain vanilla index funds that the 
industry’s big hope now is for relatively high-
fee “smart beta” products.’

SAmE oLD bETA
While there are differences in how each 
provider measures and weights smart beta 

the 10 most popuLar smart beta stocks
SoURCe: INTL FCSToNe FINANCIAL (2016) 

ticker name
market cap
weight

average smart
beta weight

MCD MCDoNALD’S CoRp. 0.5% 2.0%

LMT LoCkHeeD MARTIN CoRp. 0.3% 1.6%

JNJ JohNsoN & JohNsoN 1.7% 2.9%

T AT&T 1.2% 2.3%

PEP PEPsICo 0.8% 1.7%

NEE NExTERA ENERgY 0.3% 1.2%

Ed CoNsolIdATEd EdIsoN 0.1% 0.8%

gPC gENuINE PARTs Co. 0.1% 0.7%

kMB kIMBeRLy-CLARk CoRp. 0.2% 0.9%

Bdx BECToN dICKINsoN ANd Co. 0.2% 0.8%

6

FA C T O R - B A S E D  I N V E S T I N G
JAN

2018

29

CITYWIREUSA.COM



solutions, these products can often be similar 
to one another when it comes to their holdings 
and performance. ‘When you compare the 
relative weight of various stocks to their 
benchmark weights,’ deluard says, ‘you can 
see a clear concentration of smart beta ETFs 
in dividend-paying blue chips in the consumer 
staples sector, such as McDonald’s, Johnson & 
Johnson and PepsiCo.’

he adds that many of the resultant ‘smart beta’ 
portfolios actually end up resembling Berkshire 
hathaway because they tend to hold high quality, 
stable value stocks. This helps market these 
solutions but comes with the risk that there will 
be overlap in what these funds hold. 

Then there are the valuations. here, deluard 
notes that in some areas, a strategy could 
become a victim of its own success. ‘The 
sector’s strong performance has attracted heavy 
inflows, which has stretched valuations,’ he says. 

For example, momentum stocks traded at 4.2 
times book in early 2017 – a near 60% premium 
over an already rich s&P 500. This may not 
be an issue given momentum’s relatively high 
turnover, but investors should understand the 
risks. Meanwhile, by some definitions, some 
quality stocks demand a 35% premium.  

‘overvaluation is an issue because it’s been 
shown that the forward returns of a factor 
portfolio tend to correlate negatively with their 
relative valuations,’ deluard explains. ‘Whether 
investors collect the various premia of size, 
liquidity and value has depended in large part 
on what they have paid for them.’

Ang agrees that valuations are important in 
understanding the forward-looking efficacy of 
factor-based strategies. He says, ‘My research 
suggests that while you will see short-term 
fluctuations in smart beta valuations, if you 
look at it over the long term, current factor 
valuations are in line with historical numbers.’ 
For example, BlackRock estimates that despite 
massive inflows, smart beta solutions targeting 
low volatility stocks are less than 1/5 of 1% 
of the us equity market, whereas traditional 

active strategies still represent over 40% of 
the market. 

‘Investors should consider three areas of 
due diligence: Purpose – what you are trying to 
achieve, whether reduced risk or excess return; 
Exposure – the factor you are trying to capture 
and if it’s supported by robust research; and 
Provider – seeking those with long experience 
in the space,’ says Nestor.

whAT fuTuRE foR SmART bETA?
The next big question concerns the long-term 
viability of these funds. In a headline-grabbing 
address three years ago, Nobel prize-winning 
economist William sharpe said the term ‘smart 
beta’ made him physically sick.

Anyone who wasn’t overweight the stocks 
being captured by these screens must be 
‘really dumb’, he said. ‘If so, then I would 
suggest that before too long, the really dumb 
ones will at least begin to choose index funds 
and maybe some index people will move to 
smart beta.’ At which point, any advantage 
could be completely eroded as the risk 
premium vanishes.

But how long is ‘before too long’? With 
smart beta strategies still representing a 
small percentage of the overall market and 
traditional active management continuing to 
underperform, it doesn’t look like the growth of 
this segment is slowing any time soon.  

EvErything you can sort on 
can bE a factor, but not all 
factors arE intErEsting. 
factors nEEd somE Economics, 
thEory or intuition 

CLiff ASnESS 
Co-FoUNDeR, AQR CApITAL MANAgeMeNT

7

FA C T O R - B A S E D  I N V E S T I N G
JAN

2018

29

CITYWIREUSA.COM



S P E C I A L  F E AT U R E

8

29
JAN

2018

CITYWIREUSA.COM

iS iT TimE 
To TiLT?  

AnDREw AnG, PhD 

head of  BlackRock’s 
Factor-Based
strategies group

kED hoGAn, PhD
head of  investments 
for  BlackRock’s Factor-
Based strategies group

JuSTin PETERSon  

Researcher for 
BlackRock’s Factor-
Based strategies group

A majority of institutional investors are now 
investing in factor-based strategies, according to 
a 2016 economist Intelligence Unit survey. Many 
of these investors specifically target style factors 
such as value or quality, often through long-only 
smart beta strategies. And with good reason – 
style factors have historically outperformed the 
broad market over the long run, as seen in the 
chart opposite. 

While individual factors have historically 
delivered positive long-run returns, they are 
inherently cyclical. Because each factor is 
driven by different phenomena, they tend to 
outperform at different times. 

A common way to address this cyclicality is to 
diversify exposures across many factors, thereby 
reducing the potential impact of any single factor 
on the results of the overall portfolio. The chart 
opposite illustrates this behavior: Individual factor 
returns vary widely in each calendar year, but each 
has a positive annualized return over the period 
from 2001 to 2016. As seen in the last column, 
the annualized excess return of a diversified 
multi-factor strategy (DMF) is higher than that of 
any single factor, demonstrating that diversification 
across factors is a powerful means to reap 
their long-term rewards. In fact, we believe that 
investors should maintain a diversified allocation to 
factors in order to harvest them effectively. 

 however, this cyclicality also raises an 
intriguing question. Can we time-vary our 
allocations to different factors, anticipating 
their over- or underperformance in order to 
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in anD out of styLe: excess returns of styLe factor inDices versus the 
msci worLD inDex
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-1.07
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MSCI WORLD INDEX USD RETURNS
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Source: MSCI as of Dec. 31 2016. MSCI index methodology resources available at www.msci.com. MSCI World Momentum Index denoted as Momentum; MSCI World 
equal Weighted denoted as Size; MSCI World enhanced Value Index denoted as Value; MSCI World Sector Neutral Quality Index denoted as Quality; MSCI World 
Diversified Multi Factor denoted as DMF. Index returns are for illustrative purposes only. Index performance returns do not reflect any management fees, transaction costs 
or expenses. Indexes are unmanaged and one cannot invest directly in an index. data for time periods prior to the index inception date is hypothetical and is provided for 
informational purposes only. 

seek incremental returns above and beyond 
the long-run factor premiums? This topic 
has been the subject of heated debate in 
the factor investing world. some investors 
have argued that only those factors that are 
undervalued are attractive and have based 
their investment views upon valuations alone. 
others have concluded that factor timing is 
simply too difficult and advised investors to 
resist the temptation to time altogether.

our research suggests that both these views 
have merit, but that each misses a part of the 
total picture. While factor timing is a difficult 
endeavor that involves taking on additional 
active risk, we believe that a form of timing can 
indeed be additive, provided the methodology 
is sufficiently diversified and robust. We find 

that combining several indicators may yield 
enhanced results compared with using any one 
of them in isolation – we diversify our model 
inputs just as we recommend diversifying 
portfolios. valuation is one important insight, 
but we believe there are also other important 
indicators of near-term performance. our 
approach brings together both fundamental 
and technical measures to evaluate each 
factor. Furthermore, our research suggests that 
evaluating one factor relative to the others can 
improve results – that is, we ask not if we should 
invest in value, but rather if we prefer value 
compared with quality or momentum. 

our approach is best described as factor tilting. 
Instead of employing concentrated long or short 
positions in individual factors, we believe that 
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how wE TiLT

our tilting methodology begins with assessing 
the prevailing economic regime to determine 
which factors are likely to have a tail wind or a 
head wind in the current environment. We then 
examine the valuation, the relative strength 
and the dispersion of each factor. Finally, we 
combine the insights drawn from each of these 
indicators into a single composite indicator. 

eCoNoMIC RegIMe 
The prevailing economic regime has a 
strong and intuitive link to market behavior. 

For example, increases in productivity and 
employment tend to fuel equity markets, while 
recession fears often send investors running to 
the safe haven of bonds. likewise, the behavior 
of individual style factors is also linked to the 
economic regime, with each factor rewarded at 
different times in the economic cycle. 

To examine this relationship further, our 
first step is to determine where we are in 
the economic cycle, based upon the level 
of economic growth and the probability of 
recession. We use a variety of coincident and 
leading economic indicators, both proprietary 
and third-party. Third-party metrics include 
the Chicago Fed Coincident Indicator, which 
contains more than 85 measures of economic 

Sine of the timeS: economic regimeS, groWth, receSSionS and factor 
performance

source: BlackRock. For illustrative purposes only.

RECESSION PROBABILITY LOW LOW HIGH HIGH

ECONOMIC GROWTH

ACCELERATING DECELERATING DECELERATING ACCELERATING

EXPANSION SLOWDOWN CONTRACTION RECOVERY

WHICH FACTORS ARE 
EXPECTED TO WORK WELL 
IN EACH REGIME?

MOMENTUM MIN VOL MIN VOL SIZE

QUALITY QUALITY VALUE

investors should consider incorporating modest 
tilts within the context of a diversified multifactor 
portfolio, emphasizing those factors with more 
attractive potential opportunities while remaining 
balanced across many drivers of return. Factor 
tilting around a diversified core may benefit from 
both the long-run return from each individual 
factor and from the additional return earned by 
emphasizing more attractive factors. 

here, we will explain our factor tilting 
methodology and explore some practical 
applications within investors’ portfolios. our 
research is focused upon tradable, index 
versions of single factors, using the MSCI 
single-factor series as proxies. However, our 
conclusions are broadly portable to other 
versions of equity style factor strategies, as well 
as factor strategies in other asset classes.
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strength, spanning data across wages, 
unemployment, inventories and production. 
We combine these with proprietary measures 
developed by our systematic investing teams 
across equities and fixed income, in order to 
gain a more complete picture of the current 
economic climate.

By aggregating these metrics, we can 
estimate the current state of the economy and 
classify it as falling into one of four phases: 
expansion, slowdown, contraction or recovery, 
as illustrated in the graphic opposite. 

We then examine historical data to determine 
when each factor was rewarded. For example, 
as the economy expands and trends become 
well-established, momentum strategies have 
tended to perform well. When the economy 
moves beyond the peak of the cycle into the 
slowdown and contraction regimes and the 
probability of recession and market shocks 
increases, investors become more cautious, 
and minimum volatility and quality strategies 
tend to perform well due to their risk-mitigation 
properties, lower leverage and steadier 
earnings. Finally, as the economy recovers 
from a trough, smaller companies and value 

companies are often well-positioned to benefit 
from renewed economic growth.

The chart above displays the sharpe ratios 
of each individual factor through the four 
economic phases and highlights the fact that the 
performance of individual style factors differs 
markedly depending upon the regime. our 
model incorporates this information by assigning 
a positive, negative or neutral score to each 
factor for each regime.

vAluATIoN 
Factor indices are themselves baskets of 
securities. Just as relative valuations reflect the 
opportunity set for individual securities, sectors 
or countries, valuations are indicative of the 
cheapness or expensiveness of style factors, as 
defined by their respective indices. 

Rather than relying on a single valuation 
measure such as price-to-book, we find it more 
effective to utilize a backward-looking metric 
and a forward-looking one. We prefer cash flow 
to operations as the backward-looking metric 
as it does not count financial or accounting 
assets, such as goodwill. And for the forward-
looking metric we use one-year forward 

change of LeaDership:  sharpe ratios of styLe factors in Different 
economic regimes

Source: BlackRock, over the period January 1990 - September 2016. Sharpe ratio is the average monthly risk-adjusted return for each of the five factors during the 
indicated regime, as determined by our proprietary regime model described above. MSCI World Momentum Index denoted as Momentum; MSCI World equal Weighted 
denoted as Size; MSCI World enhanced Value Index denoted as Value; MSCI World Sector Neutral Quality Index denoted as Quality. Index returns are for illustrative pur-
poses only. It is worth noting that the MSCI version of size is based upon the MSCI Risk Weighted Index, constructed by weighting every security in the parent universe by 
the inverse of its realized volatility. This methodology results in a pronounced bias toward midcap stocks (thereby capturing the low size factor) but also in a low volatility 
bias. The low vol bias of this factor index contributes to its strong performance in the contraction phase. Index performance returns do not reflect any management fees, 
transaction costs or expenses. Indexes are unmanaged and one cannot invest directly in an index. data for time periods prior to the index inception date is hypothetical 
and is provided for informational purposes only. 
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earnings yield per share.
We combine both of these measures into a 

composite valuation score. We view a factor 
as being relatively cheap when it has a low 
valuation relative both to its history and to other 
factors. As part of this process, we adjust for the 
perennial richness or cheapness of each factor 
because, for example, one would expect that 
a value index will generally be less expensive 
than a momentum index. 

RElATIvE sTRENgTh 
Relative strength is a measure of momentum. 
We see evidence of momentum in equities, 
fixed income, currencies and many other asset 
classes. so too do we see trending behavior in 
factors, with the same behavioral justifications. 
For example, investors tend to pile into, and thus 
bid up the prices of, assets that have exhibited 
strong recent performance. Translated to factor 
terms, this means that a factor that performed 
well over the last six months tends to perform 
well over the next six months.

To gauge relative strength we use a simple 
measure of 12-month price momentum to 
determine the trending behavior of each factor 
and compare market sentiment in one factor 
versus the others. This allows us to pick up the 
trends in each factor and to overweight the 
factors with recent high performance and to 
underweight those with recent low performance.

dIsPERsIoN 
dispersion measures the opportunity set 
for each factor. The greater the opportunity 
set across a particular factor, the greater the 
potential to capture excess returns. 

For example, consider the quality factor. If 
there is a large spread in the metrics that we 
use to separate high-quality companies from 
low-quality ones (return on equity, earnings 
consistency and debt to equity) then we would 
expect a relatively large difference in the 
subsequent returns of high-quality stocks versus 
low-quality stocks. Conversely, when this spread 
is relatively narrow, we would expect more 
muted returns from overweighting high-quality 
companies and underweighting low-quality ones. 

Accounting for dispersion allows us to 
overweight those factors that we believe have 
a higher likelihood of delivering excess returns. 
As we saw with our valuation measures, the 
average level of dispersion differs across 
different factor metrics (e.g. the average 
dispersion in the quality factor is different from 
the average dispersion in the momentum factor), 
so we must carefully adjust our dispersion 
measures to account for long-run averages. 

sTRoNgER TogEThER 
While each of the preceding indicators is 
individually useful, they are more powerful 
when combined. To illustrate, we include a 

greater than the sum: sharpe ratios anD maximum DrawDowns of 
inDiviDuaL inDicators anD aggregate inDicator

source: BlackRock, as of september 2016. Relative strength and business cycle indicators begin in January 1990, and valuation and dispersion indicators begin in 
december 1999, due to availability of holdings data. The aggregate signal begins in January 1990 with the inclusion of the signals as they become available, equally 
weighted. Index performance returns do not reflect any management fees, transaction costs or expenses. Indexes are unmanaged and one cannot invest directly in an 
index. data for time periods prior to the index inception date is hypothetical and is provided for informational purposes only. 

signaL sharpe ratio max DrawDown max DrawDown range

Economic regime 0.71 -1.6% oct 2003 - Jun 2008

Relative strength 0.42 -2.3% Mar 2000 - Jul 2003

valuation 0.48 -1.4% Sep 2002 - Aug 2006

dispersion 0.38 -1.6% Jun 2008 - Feb 2009

Aggregate signal 0.88 -1.4% Sep 2002 - Apr 2005
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hypothetical backtested example that begins 
with a portfolio that is equal-weighted across 
the five style factors (value, momentum, size, 
quality and minimum volatility) as represented by 
the respective MSCI indices. We then examine 
the hypothetical results of applying each of our 
indicators to this five-factor portfolio over the time 
period from January 1990 to september 2016. 
Finally, we create an aggregate signal with equal 
weights to each of our four indicators and apply 
that aggregate signal to our five-factor portfolio. 

As seen in the table opposite, the economic 
regime signal would have had the highest individual 
sharpe ratio, while the valuation signal results in 
the smallest maximum drawdown. The maximum 
drawdown for each indicator occurs at different 
times, highlighting the potential diversification 
benefit of combining multiple indicators. 

And, indeed, the aggregate indicator would 
have had a higher sharpe ratio and a smaller 
maximum drawdown than any of the individual 
indicators: By combining four indicators with 
low correlations to one another, we harness the 
power of diversification to generate an aggregate 
indicator that is greater than the sum of its parts.

 AddITIvE ANd dIvERsIFYINg 
our factor-tilting model provides a forward-
looking evaluation of each factor. Comparing 
this aggregate measure to that of other factors, 
we can determine which factors to overweight 
and which to underweight. But how large should 
those over or underweights be? We translate 
our forward-looking factor views into an optimal 
factor portfolio using mean variance optimization 
and a risk model to estimate the volatility and 
correlations of each factor. We also incorporate 
constraints to help ensure that our factor portfolio 
remains diversified. Specifically, we constrain 
the portfolio to a minimum holding of 5% and a 
maximum holding of 35% in each factor index. 

The results of this hypothetical backtested 
simulation are shown above for us equity 
factors. The chart summarizes the returns of 
the factor-tilting portfolio compared to the cap-
weighted MSCI USA Index. The excess returns 
come from two sources: 

1. The excess returns of the equal-weighted 
factor portfolio over the index (the blue bars). 

2. The incremental returns from tilting away 

Sources: BlackRock, Morningstar, Reuters, as of December 2016. This analysis is based on backtested index data for the Five Factor portfolio. excess returns from 
factor tilting are calculated for the hypothetical factor tilting strategy against an equal weighted five-factor portfolio and against the stated benchmark MSCI USA. Five 
Factor portfolio represents an equal weighted combination of the five equity single factor indices: MSCI USA Min Vol, MSCI USA Momentum, MSCI USA enhanced 
Value, MSCI USA Sector Neutral Quality, MSCI USA Risk Weighted Index. Index performance returns do not reflect any management fees, transaction costs or 
expenses. Indexes are unmanaged and one cannot invest directly in an index. data for time periods prior to the index inception date is hypothetical and is provided 
for informational purposes only. 

the time has come: excess returns of hypotheticaL baLanceD factor 
exposures anD factor timing strategy versus the msci usa inDex 
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investments, either as a part of a multi-manager 
strategy or by directly incorporating factor tilting 
insights within actively managed strategies. 
For example, global tactical asset allocation 
managers have historically focused on capturing 
trends across asset classes, regions and sectors, 
but now many are also considering the implicit 
and explicit incorporation of style tilts within 
their portfolios. 

Investors may also incorporate factor-tilting 
more informally, by including tilting insights 
with the mosaic of market data that influences 
their manager selection, portfolio construction 
and rebalancing decisions. For example, most 
investors regularly balance allocations across 
managers, periodically harvesting gains to 
return to target allocations. But if investors 
have a positive outlook on value, for example, 
they might choose to let an overweight in 
value-oriented strategies persist rather than 
rebalancing to target allocations. other 
investors might explicitly choose to overweight 
value strategies and tactically implement the 
overweight position with value factor ETFs. 

Whether explicit or implicit, the addition of 
factor timing insights may be highly additive to 
investment programs. With careful consideration 
of both fundamental and technical indicators we 
can construct a robust forward-looking view for 
each factor, providing a new source of potential 
return and diversification.  

from the equal-weighted portfolio and 
toward the factors that appear more 
attractive (the orange bars). 

our simulation suggests that modest tilts may add 
incremental value above a simple equal-weighted 
factor portfolio, which itself may add value 
compared to an allocation to the benchmark index.

 In addition to providing a potential source 
of excess returns, factor tilting may also bring 
diversification benefits. As seen in the table 
below, the hypothetical returns from our 
aggregate factor-tilting indicator would have 
exhibited low correlations to long-run factor 
returns (as represented by the five-factor 
portfolio) and to traditional active management 
excess returns (as represented by the five 
largest us active mutual funds, by assets under 
management). These results suggest that a 
factor-tilting strategy is likely to be diversifying 
to many active equity programs, as most active 
managers are focused on stock selection or 
macro themes rather than on factor behaviors.
 
FRoM INSIgHT To IMpLeMeNTATIoN 
The widespread availability of factor ETFs 
makes implementation of a factor-tilting strategy 
straightforward. some investors may consider 
an explicit allocation to a factor-rotation strategy 
as a part of their equity allocation. others may 
choose to layer factor-tilting insights into existing 

a Diversifying aDDition: historicaL correLations of factor timing 
Signal With five-factor portfolio and active manager exceSS returnS

Sources: BlackRock, Morningstar, Reuters. As of December 2016. Correlations are computed based upon monthly excess returns over 3, 5, 10 and 15 year periods. 
excess returns from the Factor Tilting Model are calculated for the hypothetical factor tilting strategy against an equal weighted five-factor portfolio. Five Factor portfolio 
represents an equal weighted combination of the five equity single factor indices: MSCI USA Min Vol, MSCI USA Momentum, MSCI USA enhanced Value, MSCI USA 
Sector Neutral Quality, MSCI USA Risk Weighted Index. The five active mutual funds chosen are the largest five by AUM across US Large Cap, with the Average 
representing the average excess return of these five managers. excess returns are calculated against the funds’ benchmark, S&p 500 TR Index.

five-factor 
portfoLio

active
mf 1

active
mf 2

active
mf 3

active
mf 4

active
mf 5

average
mf

3-yeAR -0.03 0.13 0.34 0.02 0.11 0.23 0.17

5- yeAR 0.2 0.19 0.19 -0.28 -0.07 0.16 0.04

10-yeAR 0.12 -0.02 0.08 -0.16 -0.25 -0.08 -0.09

15-yeAR 0.15 0.16 0.23 -0.18 -0.13 0.12 0.04
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This material is provided for educational purposes only and is not intended to be relied upon as a forecast, research or investment advice, and is not a 
recommendation, offer or solicitation to buy or sell any securities or to adopt any investment strategy. The opinions expressed are as of April 2017 and are 
subject to change. References to specific securities, asset classes and financial markets are for illustrative purposes only and are no intended to be and 
should not be interpreted as recommendations.

Indices do not include fees or operating expenses and you are not able to invest directly in an index. The information and opinions contained in this mate-
rial are derived from proprietary and nonproprietary sources deemed by BlackRock to be reliable, are not necessarily all-inclusive and are not guaranteed 
as to accuracy. This analysis uses back-tested index data from MSCI Inc. Index returns are for illustrative purposes only and do not represent any actual 
fund or strategy performance.

Index performance returns do not reflect any management fees, transaction costs or expenses. Indexes are unmanaged and one cannot invest directly 
in an index. past performance does not guarantee future results. Hypothetical data results are based on criteria applied retroactively with the benefit of 
hindsight and knowledge of factors that may have positively affected its performance, and cannot account for risk factors that may affect the actual fund 
or strategy’s performance. The actual performance of a strategy or fund may vary significantly from the hypothetical index performance due to transaction 
costs, liquidity or other market factors. It is not possible to invest directly in an index. Index methodology is available at www.msci.com.

There are frequently sharp differences between a hypothetical performance record and the actual record subsequently achieved. Therefore, hypothetical 
performance records may invariably show positive rates of return. Another inherent limitation of these results is that the allocation decisions reflected in 
the performance record were not made under actual market conditions and, therefore, cannot completely account for the impact of financial risk in actual 
portfolio management.

This material may contain “forward-looking” information that is not purely historical in nature. Such information may include, among other things, projec-
tions, forecasts, estimates of yields or returns, and proposed or expected portfolio composition. Moreover, any historical performance information of 
other investment vehicles or composite accounts managed by BlackRock, Inc. and/or its subsidiaries (together, “BlackRock”) included in this material is 
presented by way of example only.

No representation is made that any performance presented will be achieved by any BlackRock Funds, or that every assumption made in achieving, calcu-
lating or presenting either the forward-looking information or the historical performance information herein has been considered or stated in preparing this 
material. Any changes to assumptions that may have been made in preparing this material could have a material impact on the investment returns that are 
presented herein by way of example.

In the us, this material is for public distribution.

inDex name inDex inception Date dateS of back-teSted returnS 1-Year 5-Year 10-Year

MSCI USA Minimum Volatility (USD) Index 06/02/2008 05/31/1988 – 06/02/2008 9.84% 12.83% 7.67%

MSCI USA Index 05/31/1986 12/31/1969 – 05/31/1986 11.61% 14.57% 7.01%

MSCI USA Sector Neutral Quality Index 02/15/2013 11/30/1998 – 02/15/2013 9.37% 13.92% 8.33%

MSCI USA enhanced Value Index 04/11/2011 11/28/1997 – 04/11/2011 15.94% 16.39% 7.56%

MSCI USA equal Weighted Index 01/22/2008 12/31/1974 – 01/22/2008 13.60% 14.39% 7.39%

MSCI World Minimum Volatility (USD) Index 04/14/2008 05/31/1988 – 04/14/2008 8.18% 10.77% 5.98%

MSCI World Index 05/31/1986 12/31/1969 – 05/31/1986 8.15% 11.04% 4.41%

DiscLaimer



he hot new combination of value and 
momentum appears to be challenging 
value and small cap as the dominant 
approach to factor investing.

For many years, value and small cap was 
thought to be the most effective pairing, based 
on long-standing academic research. Value 
strategies look for extra returns by investing 
in shares that are priced cheaply compared 
with the company’s earnings, while small-cap 
styles invest in smaller-sized firms, as evidence 
suggests their share prices tend to grow more 
quickly compared with the broader market.

But an increasing body of evidence is showing 
the effectiveness of a wider range of investment 
factors, including momentum, which invests in 
shares that are making sharp, short-term rises; 

T

low volatility, which buys shares that have been 
less volatile than the index; and profitability, 
which targets companies with better bottom lines.

Hot-off-the-press research by pimco and 
Research Affiliates indicates that momentum has 
delivered the best annualized outperformance 
of any factor over the past 50 years, at 3%. The 
investment factor – which favors companies 
that are looking to raise relatively low levels of 
investment – has outperformed by 2.3%. And 
rounding out the best performing factors are 
value, which has produced 1.9% over the index; 
small cap and low volatility, with 1.6% extra 
apiece; and profitability, with 0.8%.

But many advisors are still wary of these new 
factors, as they find it difficult to implement them 
effectively and realize the extra returns in practice. 

According to the Invesco Factor Investing study 
2017, ease of implementation is an important 
issue affecting how much factor investments get 

hunting returns 
with factors

as the evidence supporting factors mounts, 
investors search for the best ways to implement 
these new tools  

tim cooper
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used. The study found a wide range of reasons 
why factors can be hard to implement, including 
their complexity and volatility, trading and other 
costs, low transparency, the need for frequent 
rebalancing, difficulties with monitoring and 
timing, the need to use derivatives and a lack of 
available products.

The study also said that value is the easiest 
factor to implement, followed by small cap, low 
volatility, momentum, high yield and finally quality. 
The latter is a broad indication of the financial 
standing of the company; in effect, a combination 
of the investment and profitability factors.

RobuSTnESS AnD CoST
For vitali Kalesnik, director of equity research 
at Research Affiliates, the academic literature – 
which has identified hundreds of potential factors 
– makes for a crowded and complex field. His 
company’s analysis has filtered this down, using 
criteria such as academic attention (50 papers 
or more) and robustness across definitions and 
geographies to arrive at the same six factors that 
featured in the Invesco Factor Investing study.

But even these six vary considerably in 
their ease of implementation, Kalesnik says. 
‘For example, a factor can be robust but have 
significant trading costs. So we also looked at 
these costs and whether the factor requires too 
frequent turnover of shares.

‘Momentum has a strong effect across definitions 
and geographies. It requires high turnover and 
trading costs, so it may not be beneficial as a 
standalone strategy implemented in an index form,’ 
he says. ‘But it is important due to the benefits of 
combining it with other factors such as value.

on the other hand, he explains that ‘low 
volatility has a better sharpe ratio, but not 
necessarily a better return. It has high tracking 
error but not high transaction costs.

‘Value is robust across definitions and 
geographies and it doesn’t require too frequent 
turnover,’ he adds. 

‘small cap is not robust internationally. The 
data has some biases in it. It increases risk 
even in the us where the evidence is strongest. 
however, most other factor premiums are 
stronger in small caps. so it serves as a good 
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harvesting ground for other factors.’
Finally, he turns to quality. ‘some factors within 

quality are not robust. But profitability and low 
investment are. They also combine well as a pair.’

Kalesnik advises that the biggest priority for 
ensuring effective implementation of factor 
investments is to look for a low-cost solution, 
as cost is the best predictor of returns. ‘stay 
away from those with high transaction costs,’ 
he says. however, he adds that momentum is 
an ‘exception’, as it ‘can be beneficial if mixed 
carefully with other factors’.

momEnTum in PRACTiCE
A recent paper from AQR Capital Management 
and Yale university also comes to momentum’s 
defense, arguing that momentum does not 
necessarily have high implementation costs.

some previous studies have looked at the 
implementation costs of particular momentum 
portfolios created by academics – for example, 
rebalancing often and trading immediately to 
match factor specifications precisely. But this 
is not how investors implement momentum in 
the real world, AQR said. Some tracking error to 
the academic versions is generally accepted to 
minimize transaction costs and taxes, meaning 
that costs of implementing momentum are much 
lower than other studies have claimed.

Kalesnik says: ‘As a group, active mutual funds 
have not been able to benefit from momentum, 
and transaction costs are a likely culprit for 
slippage. however, it is likely that the more skilled 
active managers can benefit from momentum.’

fiTTinG ThE STyLE boX
Rob Nestor, head of ishares us smart Beta at 
BlackRock, explains that the biggest obstacle 
to the further uptake of factors is this issue of 
implementation. ‘This is because the lens that 
advisors have looked through for a generation – 
largely the cap size, value and growth approach of 
the so-called “style box” – is too limiting,’ he says.

‘Fortunately, factors also map neatly to the 
style box. Using eTFs, value strategies can fit into 

the value box, quality fits into the blend category 
and momentum into the growth box. This framing 
will slowly replace the value, blend and growth 
approach. The world needs a new lens. We call 
it the ‘Factor box’ and we are working on that 
concept to help advisors build better portfolios.

‘Factor strategies should be compared to the 
most relevant benchmarks: value to broader 
value indices, momentum to growth indices and 
multi-factor to broader indices such as the S&p 
500,’ he adds. ‘We also encourage advisors 
to observe factors over three- and five-year 
periods to realize the efficacy of each.’

Nestor notes that one hallmark of factors 
is their low, often negative, correlations to 
each other, providing greater opportunities for 
diversified excess return. For implementation, he 
therefore recommends a diversified exposure 
across factors, which can be tilted to reflect how 
much risk and return investors need.

in ThE fiELD
For Timothy Baker, principal of Connecticut-
based Wealthshape, selecting a factor comes 
down to three main criteria: that it is grounded in 
academic research, that it has strong economic 
logic, and that it functions across time, geography 
and – where relevant – asset classes.

As a result, he tends to use small cap, value 
and momentum. ‘We also look to pair factors 
for diversification because they have low 
correlations, and we have found that pairing 
momentum with value tends to capture the 
return and decrease volatility.

‘profitability… I’m not sure if it’s just a screen 
or a factor. In other words, is it just a criterion 
in stock selection, or should it be targeted in 
isolation? It does complement value, small caps 
and momentum though. For example, profitable 
value or smaller companies do outperform with 
a lower level of volatility,’ he says.

Another issue with factors is measuring their 
effectiveness, as benchmarking is difficult. ‘I don’t 
know that [any of the well-known benchmarks] 
are fair [comparisons] for factor-based strategies,’ 
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Baker says. ‘one reason is that they are longer-
term investments – minimum five years – as it 
can take that long for the factor to work.’

DivERSifyinG DEfiniTionS
Atlanta-based Sam Fraundorf, chief investment 
officer of Diversified Trust, says his portfolios are 
weighted 50% toward market-cap investments 
and 50% toward factor exposures. In the 
factor basket, he uses three BlackRock funds 
targeting value, quality and momentum. he also 
diversifies factor definitions by using a solution 
from AQR with the same three factors, but which 
have different definitions to BlackRock’s.

‘We looked at using low beta but that didn’t 
work for us,’ he says. ‘It gives you benchmark 
returns with less volatility, which is fine, but my 
clients want something better than benchmark.’

Fraundorf compares factor investments against 
the Russell 3000, in isolation and in combination. 
he also monitors the strategies to make sure the 
factors stay aligned with their definitions. All three 
factors he uses have outperformed the index, with 
the biggest premium coming from momentum.

‘The investments change their weight over 
time, so we monitor performance daily and 
make sure they behave as we expect,’ he says. 
‘one issue to look out for is that the rebalancing 
can have a bigger influence on returns than the 
factor. Mathematically, you can tease that out 
in an attribution report, to see the contributions 
from weighting versus factor performance.’

Fraundorf adds that he does not use small 
cap as it ‘ends up with a significantly higher 
beta – so I can achieve the same thing buying 
the Russell 3000 and leveraging it, potentially 
with less volatility. The factor does exist, but it’s 
difficult to work with.’

Long-term fundamentaLs
California-based Steve Reh, founder of Reh 
Wealth Advisors, sticks mainly to the established 
combination of value and small cap.

‘Factors will fall into and out of favor,’ he says. 
‘Your job as an advisor is to recognize whether that 

is just sentiment or due to a fundamental change. 
I believe that value and size are here to stay, so 
I continue to tilt the portfolios toward both. For 
example, small cap is a riskier asset class and I feel 
I am rewarded for the additional risk.

‘I also believe in liquidity and momentum. 
However, I find it challenging to identify 
investments that capture them and fit well into 
the portfolios. Regarding the low volatility fad of 
recent years, I am still waiting to see how that 
plays out. It seems to be capturing a lot of assets 
and so seems like a crowded trade.’

finDinG momEnTum in momEnTum
Andrew Miller, chief investment officer at 
Indianapolis-based Miller Financial, uses the 
value, momentum, small cap, quality and low 
volatility factors. Within the latter, he also 
chooses between subsectors such as minimum 
variance and equal risk contribution.

‘We use those five primarily because they 
are the most supported in academic research 
and have the most robust definitions,’ Miller 
explains. ‘Much of the research on other factors 
such as accruals isn’t robust enough. value and 
momentum are the big ones for us, especially 
as they complement one another, have the most 
empirical support and have longevity.’

he says that some investors have struggled 
with the idea of momentum because there is no 
risk-based explanation of why it works, and it is 
perhaps counterintuitive for disciplined investors 
to buy something because its price has gone up.

‘Also, until recently, there haven’t been many 
easily accessible vehicles to implement the factor. 
But as research and data have fleshed out, people 
have accepted momentum more. We have been 
[harvesting momentum] for two years.

‘To ensure the investments do what they say, we 
run regressions on the fund history, and we look at 
the characteristics of the underlying holdings. We 
also compare them with a market cap-weighted 
index,’ he says. ‘A combined portfolio of value, 
small cap, momentum, quality and low volatility has 
compared well with the MSCI World.’
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re you more like Warren Buffett, 
Peter lynch or Richard driehaus? 
And which investment style – 
value, growth or momentum – do 

you think looks set to outperform this year? 
These are the questions investors and advisors 
are now asking themselves, after nearly a 
decade of dominance for growth investing. 

Notably, while value has largely been left for 
dead, with bargain-hunting investors enduring 
one of their worst ever stretches, there are signs 
that a nascent recovery is now well under way – 
especially as the Federal Reserve continues to 
tighten. At the same time, low volatility, a factor 
that aims to limit drawdowns, remains popular 
and could prove a sanctuary as volatility begins 
to emerge after a multi-year hiatus. given these 
changes, we ask fund selectors: which factor do 
you think will be king in 2018?

A

vALuE To REGAin iTS ShinE
The past decade has not been kind to 
value investors. Between January 2007 and 
december 2017, the Russell 1000 growth Index 
thoroughly thrashed its value counterpart, 
returning 139% against its rival’s 49%. 

Why is this? The answer, says Jonathan 
Lewellen, a finance professor at the Tuck School 
of Business at dartmouth College, is interest 
rates. examining five periods of increasing 
rates from 1983 to 2015, he found that ‘value 
stocks seem to outperform growth stocks 
during periods when the federal funds rate is 
increasing, mostly because growth stocks do 
relatively poorly.’ That’s important as the Fed 
looks to raise rates several times this year. 

growth stocks are typically valued on future 
earnings, so when rates rise investors are less 
willing to pay higher multiples, especially if 
future earnings are in doubt. This means that 
many of the current champions, such as the 
FANg quartet, could come under pressure as 

Who’S king of  
the factor zoo? 

value, momentum or low volatility? backing the 
right factors could be all-important in 2018 

anDrew manners
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management services at 
Raymond James. 

Not everyone is quite 
so sanguine though. 
gene goldman, chief 

investment officer at Los 
Angeles-based Cetera Financial 
group, favors ‘a fairly neutral 
position between growth and 
value.’ growth, he notes, has 
beaten value significantly over 

the past few years – a trend he 
expects to continue thanks to two 
key dynamics. ‘First, momentum 
investing is a powerful trend that 

may continue for as long as economic 
data supports it. second, high demand 

from growth-starved investors willing to 
assume more risk may continue to support 

high valuations.’ on the other hand, goldman 
admits that ‘value stocks may benefit from mean 
reversion and outperformance from sectors 
such as financials, which seem well-positioned 
to benefit from regulatory changes [such as the 
potential repeal of the Dodd-Frank Act].’ 

ADD A LiTTLE momEnTum?
If you’re not completely sold on value or are 
reluctant to time factors, then there’s the option 
of pairing them, as in a value-momentum 
strategy. That could prove prescient, with uBs 
predicting that the s&P should have a strong run 
this year, with growth of around 18%. 

Why value and momentum? In a 2012 paper 
titled Value and Momentum Everywhere, AQR 
co-founder Cliff Asness found that ‘value and 
momentum are negatively correlated, both within 
and across asset classes.’ As a result, the two 
factors complement each other nicely, working at 
different times to produce consistent performance 
and some free diversification benefits. 

‘The evidence suggests that value and 
momentum investing, which combines both pure 
value and pure momentum into a single portfolio, 
may prevent a value-only investor or a momentum-

rates go higher, despite 
a strong start to 2018. 
Meanwhile, value stocks 
such as financials and 
energy stocks are likely 
to swing back into favor, 
especially if they have 
strong existing cash flows. 

In recent research, 
hotchkis & Wiley, a los 
Angeles-based specialist 
value manager, found that 
the premium value enjoys over 
growth was persistent across 
rising-rate months between 1962 and 
2016, both for large-cap and small-
cap stocks. ‘value stocks represent 
established businesses with more modest 
growth prospects, but which are returning 
a higher percentage of current/near-term cash 
earnings to shareholders,’ they say. ‘so value 
investors are able to extract cash earnings earlier, 
while growth investors extract earnings later.’ 
Watch out Tesla and co.

Low-valued banks should prove particular 
beneficiaries, as higher interest rates look set 
to boost their earnings. unlike other companies 
that face higher funding costs, ‘banks earn net 
interest income, which is essentially interest 
received minus interest paid,’ hotchkis & Wiley 
add. ‘It is difficult to envision a scenario where 
interest rates rise and financials underperform 
the market. This should further benefit value 
over growth given that financials comprise a 
larger portion of value portfolios and indices 
than growth.’ Financials account for 27% of 
the Russell 1000 value index, for example, 
compared with just 3% of the growth index. 

Investors seem to concur with this outlook, 
with the ishares Russell 1000 value ETF enjoying 
large inflows in the second half of last year. ‘As 
2015, 2016 and 2017 proved, it is tough to time 
styles year-to-year, but that said, the recent growth 
dominance is due to revert back to value a bit,’ 
says Tom Thornton, research director for asset 
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could backfire if it rises too quickly, especially if 
a bond rout ends up seeping into the broader 
market. It’s worth remembering too that the Black 
Monday selloff in 1987 was preceded by a spike 
in inflation and bond yields. 

‘Volatility is low and could go lower… absent 
any catalyst,’ Cole warns. But ‘rising interest rates, 
wage inflation and credit issuance are very real 
catalysts in the long-term.’ Moreover, given that 
volatility is reflexive – with low volatility begetting 
low volatility until an inflection point is reached and 
the feedback loop turns – Cole suggests that the 
markets ‘are not correctly assessing the probability 
that volatility reaches new all-time lows in the short 
term, and new all-time highs soon after’. 

given these risks, low-volatility products and 
ETFs are likely to remain in demand – even if 
few are rushing out to buy tail-risk strategies. 

‘We are also currently dipping our toes in 
liquid alts multi-factor products and minimum-
volatility ETFs and funds, but only if long histories 
of success and proper expectations are set 
regarding performance patterns,’ says Raymond 
James’ Thornton. ‘low vol is important for us 
while valuations in most sectors and regions are 
so high. We are looking for the extra cushion to 
complement high-quality bonds and liquid alts.’ 

Crucially, low-volatility eTFs usually have more 
holdings across different sectors and slightly 
cheaper valuations, giving investors a smoother 
ride and something of a ‘margin of safety’ 
compared with momentum or growth factors. 
Returns, meanwhile, have not been too bad either: 
the $15 billion iShares edge MSCI Min Vol eTF 
has returned 15.08% annualized over the past five 
years – virtually the same as the s&P 500. 

‘overall, we would favor size and value factors 
in 2018,’ says Brandon Thomas, co-founder and 
chief investment officer of envestnet. That’s 
not surprising given that small-cap value stocks 
outperform when the economy is recovering. 

however, the chance of a recession is relatively 
high. Thomas counters that ‘the low-volatility factor 
may also perform well in an environment where 
volatility is likely to rise’. We shall see.  

only investor from suffering through extended 
long-term stretches of poor performance,’ adds 
Jack vogel, managing member of Alpha Architect. 

however, unlike others in this area, vogel 
downplays the ability of market participants to time 
factors effectively. For him, a long-term allocation 
to both value and momentum is a more sensible 
option, especially as a means of lowering volatility. 
‘We think [timing is a] risky proposition at the 
outset, because we give up a “bird in the hand” 
in the form of a well-established diversification 
benefit to take on a “potential bird in the bush” 
benefit of capturing some returns by timing across 
value and momentum,’ he says. 

over the past year, for example, the s&P 
Momentum index has outperformed its value 
counterpart, with returns of roughly 30% and 21% 
respectively. Yet whether a shift is under way – 
and how large it may be – is unclear right now, 
so owning the two and then tilting away from 
momentum if value outperforms would probably 
not go astray. If the long-awaited rotation to value 
never materializes or the Federal Reserve proves 
more dovish than anticipated, investors would 
have ultimately left far less return on the table. 

LowER voL, SmooThER RiDE
others are favoring low volatility as a factor to 
excel in 2018. Volatility plumbed multi-generational 
lows across nearly all asset classes in 2017, 
including stocks, bonds and even gold. Chris Cole, 
founder and chief investment officer of specialist 
volatility hedge fund Artemis Capital Management, 
recently wrote: ‘equity and fixed income volatility 
are now at the lowest levels in financial history. 
In theory, volatility has nowhere to go but up, but 
lacks a catalyst given the easy credit conditions, 
low rates and excess supply of investment capital.’ 

Being short volatility, either implicitly through 
higher growth stocks, or explicitly through vIx 
put options or exchange-traded notes, has been 
one of the standout trades of recent years. But, as 
Cole argues, ‘When everyone is on one side of the 
volatility boat, it is much more likely to tip over.’ 

Central banks’ attempts to engineer inflation 
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