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How can factor-based
investing better position a
portfolio for success?
BY MICHAEL J. NATHANSON
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raditional asset allocation theory
calls for constructing portfolios
comprised of multiple asset classes,
such as fixed-income, equities,
alternative investments and real
assets. Ideally, the allocation among
these asset classes reflects an investor’s objectives, constraints and tolerance for risk, while also offering
opportunities to generate performance and mitigate risk in a variety
of market environments. In this
sense, asset allocation has always
been a complex exercise in balancing risk versus reward.
More recently, some firms have begun
to integrate factors into this risk-reward
exercise. Factor-based investing may
leave some wondering whether it is an
enhancement or simply just a new trend
or buzzword.
What is factor-based investing, and
what are some common factors? Factorbased investing involves a deeper-thanusual analysis into the underlying factors
that drive returns. By harnessing the premiums associated with select factors, advisors seek to enhance a portfolio’s return
stream over time.

In short, factors are premiums earned by
investors for accepting incremental risks.
Importantly, factors exist in nearly all asset
classes. For the remainder of this article,
however, we will focus on some of the most
common factors within the equity markets,
as they are more recognizable and widely
accessible to investors. According to several
studies, while the factors in the list below
do not always outperform their respective
benchmarks in the short term, all have outperformed those benchmarks over extended
periods of time.
• Quality. Stocks of companies with
stronger financials tend to perform better
over time.
• Momentum. Stocks that have performed well over time tend to continue to
perform well.
• Value. Stocks that are undervalued relative to earnings and other measures tend to
perform well over time.

In this regard, many investors favor specific
exposure to the factors of quality, momentum, value and size.
How can a factor-based strategy be implemented? Factor-based investing can be
implemented in a variety of ways. Most commonly, it is implemented by introducing into
a portfolio:
• Individual securities that reflect the select factors best suited to the remainder of
the portfolio
• Single-factor funds designed to produce
direct exposure to select factors
• Funds or strategies that are specially
managed to offer exposure to multiple factors
that can work well together based on principles such as diversification and correlation
Importantly, factor-based investing
should not relieve an investor from the need
to observe basic principles of prudent investing, including diversification and a longterm perspective. This method of investing

Many observers view the systematic nature of
factor-based investing as a concept that can bridge
the gap between active and passive investing.
• Size. Small-cap stocks tend to perform
well relative to large-cap stocks over time.
• Dividends. Stocks with higher dividend
yields tend to produce favorable returns
over time.
There are others, but a well-constructed
portfolio will focus on those factors that satisfy
certain requirements over extended periods:
• They persistently offer favorable
return characteristics in different market
environments.
• They are broadly observable across
markets, sectors and geographies.
• They are logically explainable.
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is best applied as a component to a larger,
longer-term asset allocation strategy.
Is factor-based investing just another new
trend? As the debate continues to rage
between proponents of active and passive
investing, many observers have begun to
view the systematic nature of factor-based
investing as a concept that can bridge the
gap between the two approaches.
Some of these people oversimplify the
advantages of active or passive investing;
but, in our view, these are not—and need
not be—binary concepts. Moreover, factorbased investing is not a particularly new
phenomenon. Indeed, the concept has been
around for many years, though new and
more efficient ways of implementing it have
begun to pervade the marketplace.
In sum, we believe that exposure to factors
that are properly evaluated for persistence,
breadth and logic can enhance a well-diversified portfolio and help investors successfully
meet their specific needs and goals. l

professionals, entrepreneurs and institutions, providing deep expertise that goes beyond
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