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Webinar Series Outline

1. What Matters in Multi-Factor Investing?

– Business case for multi-factor investing – academic framework

– Critical review of evidence for popular factors

2. Ignored Risks of Factor Investing

3. Multifactor Design, Part 1 – Mixing vs. Integrating

4. Multifactor Design, Part 2 – Keep a Handle on Trading Costs

5. Issues in ESG Integration



4

Follow our Research

@ra_insights

research-affiliates

www.ResearchAffiliates.com

http://www.researchaffiliates.com/
https://twitter.com/ra_insights?lang=en
https://www.linkedin.com/company/research-affiliates


What Matters in Multi-Factor 

Investing?



6

Smart Beta Equity Fund Growth (2005–2017)

“Smart Beta” and “Factor Investing” Are Not a Fad 

Source: Research Affiliates, LLC, based on data from Morningstar. Funds include ETFs and open-ended mutual funds.
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A Review of Our Smart Beta Research

1. 2005 William F. Sharpe Indexing Achievement Award for Best Index-Related Research Paper.
2. 2012 Financial Analysts Journal Graham & Dodd Scroll and Finalist of the Whitebox Selected Research Best Financial Research Paper of 2011.
3. 2014 Bernstein/Fabozzi/Jacobs Levy Award for Outstanding Article.
4. 2016 Graham and Dodd Scroll Award of Excellence.

The RAFI™ 

Fundamental 

Index™ Approach

“Fundamental
Indexation”1

Arnott, Hsu, Moore

Financial Analysts Journal

March 2005

“An Overwrought 
Orthodoxy” 

Arnott

Institutional Investor

December 2006

“Institutionalizing 
Courage” 

Arnott

May 2012

Smart Beta 

Strategies and 

Factor Exposures

“A Survey of Alternative 
Equity Index Strategies”2

Chow, Hsu, Kalesnik, Little

Financial Analysts Journal

September 2011

“The Surprising Alpha
from Malkiel’s Monkey…”3

Arnott, Hsu, Kalesnik, Tindall

Journal of Portfolio Mgmt.

August 2013

Robustness of 

Factors

“Finding Smart Beta in the 
Factor Zoo” 

Hsu, Kalesnik

July 2014

“Will Your Factor 
Deliver?...”4

Beck, Hsu, Kalesnik, Kostka

Financial Analysts Journal

September 2016

The Effects of 

Valuations on 

Smart Beta

“How Can ‘Smart Beta’ Go 
Horribly Wrong?”

Arnott, Beck, Kalesnik, West

February 2016

“To Win with ‘Smart Beta’ 
Ask If the Price Is Right”

Arnott, Beck, Kalesnik

June 2016

“Timing ‘Smart Beta’ 
Strategies? Of Course! 
Buy Low, Sell High!”

Arnott, Beck, Kalesnik

September 2016

The Impact of 

Implementation

“The Market Impact of 
Index Rebalancing”

Aked, Moroz

January 2016

“The Dirty Little Secret of 
Passive Investing”

Aked

January 2016

“Cost and Capacity:
Comparing Smart Beta 
Strategies”

Chow, Li, Pickard, Garg

July 2017
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Academic Evidence on Fund Selection

» Carhart (1997): Three sources of persistence in mutual fund 
performance:

– Factor exposures

– Transaction costs

– Management fees

» Poor timing from manager rotation is one of the biggest detractors to 
investor returns1

1Willis Towers Watson, “Equity Investing: Insights into a Better Portfolio,” February 12, 2014.
Source: Mark Carhart. 1997. “On Persistence in Mutual Fund Performance.” Journal of Finance, vol. 52, no. 1.
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Business Case for Multi-Factor Investment 

Academic Research-Based Framework

Key Attributes Problem Solved Important Elements

Exposure to robust factors Maximize performance to satisfy 

investor-specific risk/return preferences

• Understand the source of return and 

who is on the other side of the trade

• Efficient portfolio rebalancing to 

capture source of return

Low transaction costs Lower transaction costs with efficient 

capture of factor exposures

• Both external transaction costs and 

implicit market impact costs

• Liquidity and capacity are essential 

for success in smart beta

Low management fee The investor, not the providers, 

captures most of the return

• Low TER fee

Simplicity and transparency Investors lose 2% on average because 

of poor timing in active manager 

solution – simplicity and transparency 

can increase the holding power for 

investors

• Transparency and rules-based

• Trusted providers and implementers

• Ongoing customer support 

(especially through periods of 

underperformance)
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Poor Index Design Can Lead to High Cost

Note: All data presented herein and on the Smart Beta Interactive website are estimates and are based on simulated portfolios computed by Research
Affiliates, LLC, and do not reflect the performance of any product or strategy. The data are based upon reasonable beliefs of Research Affiliates, LLC,
but are not a guarantee of future performance. Forward-looking statements speak only as of the date they are made and Research Affiliates, LLC,
assumes no duty to and does not undertake to update forward-looking statements. Forward-looking statements are subject to numerous assumptions,
risks, and uncertainties, which change over time. Actual results may differ materially from those anticipated in forward-looking statements. Please
refer to disclosures.
Source: Research Affiliates, LLC, using data from the Smart Beta Interactive website. Data as of 6/30/2018. Annualized trading costs are estimated as
the market impact of transactions, assuming $10B in AUM for US and Developed portfolios and $1B in Emerging Markets.

https://interactive.researchaffiliates.com/smart-beta.html
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6.87%

5.22%

8.05% 8.23%

6.76%

8.81%
8.38%

9.36%
9.78%

8.66%

S&P 500
Index 

8.97%

All Funds Growth Funds Value Funds Small-Cap Funds Large-Cap Funds

Dollar-Weighted Return Buy-&-Hold Return S&P 500 Index

Transparency Prevents Trend Chasing

Source: Hsu, J., B. Myers, and R. Whitby. 2016.“Timing Poorly: A Guide to Generating Poor Returns While Investing in Successful 
Strategies.” Journal of Portfolio Management, vol. 42, no. 2.
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Will Your Factor Deliver?

Problems with 

Common Definition

Price-to-book 

can overexpose 

to companies on 

the brink of 

default.

Definitions that Work Buys what is 

cheap and sells 

what is expensive 

on multiple 

metrics.

Who Is on the Other 

Side of the Trade?

The Performance 

Chaser

VALUE 

Source: Beck, N., J. Hsu, V. Kalesnik, and H. Kostka. 2016. “Will  Your Factor Deliver? An Examination of Factor Robustness and 
Implementation Costs.” Financial Analysts Journal, vol. 72, no. 5.
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Will Your Factor Deliver?

Problems with 

Common Definition

Price-to-book 

can overexpose 

to companies on 

the brink of 

default.

High recent 

returns is not a 

sign of long-term 

alpha. Beware of 

expensive low vol

companies.

Definitions that Work Buys what is 

cheap and sells 

what is expensive 

on multiple 

metrics.

Invest in low risk 

companies with 

low perceived 

upside.

Who Is on the Other 

Side of the Trade?

The Performance 

Chaser

The Gambler

VALUE 
LOW 

VOLATILITY

Source: Beck, N., J. Hsu, V. Kalesnik, and H. Kostka. 2016. “Will  Your Factor Deliver? An Examination of Factor Robustness and 
Implementation Costs.” Financial Analysts Journal, vol. 72, no. 5.
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Will Your Factor Deliver?

Problems with 

Common Definition

Price-to-book 

can overexpose 

to companies on 

the brink of 

default.

High recent 

returns is not a 

sign of long-term 

alpha. Beware of 

expensive low vol

companies.

High turnover.

Investing in the 

late part of the 

momentum 

cycles leads to 

mean-reversion.

Definitions that Work Buys what is 

cheap and sells 

what is expensive 

on multiple 

metrics.

Invest in low risk 

companies with 

low perceived 

upside.

Buys winners and 

sells losers from 

unaware 

investors.

Who Is on the Other 

Side of the Trade?

The Performance 

Chaser

The Gambler The Uninformed 

Investor

VALUE MOMENTUM
LOW 

VOLATILITY

Source: Beck, N., J. Hsu, V. Kalesnik, and H. Kostka. 2016. “Will  Your Factor Deliver? An Examination of Factor Robustness and 
Implementation Costs.” Financial Analysts Journal, vol. 72, no. 5.
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Will Your Factor Deliver?

Problems with 

Common Definition

Price-to-book 

can overexpose 

to companies on 

the brink of 

default.

High recent 

returns is not a 

sign of long-term 

alpha. Beware of 

expensive low vol

companies.

High turnover.

Investing in the 

late part of the 

momentum 

cycles leads to 

mean-reversion.

Datamining is a 

serious issue. 

Many definitions 

don’t work:

• Leverage

• Earnings 

growth, etc.

Definitions that Work Buys what is 

cheap and sells 

what is expensive 

on multiple 

metrics.

Invest in low risk 

companies with 

low perceived 

upside.

Buys winners and 

sells losers from 

unaware 

investors.

Invest in 

profitable 

companies who 

allocate capital 

conservatively.

Who Is on the Other 

Side of the Trade?

The Performance 

Chaser

The Gambler The Uninformed 

Investor

The Empire 

Builder

VALUE QUALITYMOMENTUM
LOW 

VOLATILITY

Source: Beck, N., J. Hsu, V. Kalesnik, and H. Kostka. 2016. “Will  Your Factor Deliver? An Examination of Factor Robustness and 
Implementation Costs.” Financial Analysts Journal, vol. 72, no. 5.
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Will Your Factor Deliver?

Problems with 

Common Definition

Price-to-book 

can overexpose 

to companies on 

the brink of 

default.

High recent 

returns is not a 

sign of long-term 

alpha. Beware of 

expensive low vol. 

companies.

High turnover.

Investing in the 

late part of the 

momentum 

cycles leads to 

mean-reversion.

Datamining is a 

serious issue. 

Many definitions 

don’t work:

• Leverage

• Earnings 

growth, etc.

Much of the 

documented 

small-cap 

premium is due 

to delisting 

return bias.

Definitions that Work Buys what is 

cheap and sells 

what is expensive 

on multiple 

metrics.

Invest in low risk 

companies with 

low perceived 

upside.

Buys winners and 

sells losers from 

unaware 

investors.

Invest in 

profitable 

companies who 

allocate capital 

conservatively.

Harvests return 

premiums in the 

small company 

space.

Who Is on the Other 

Side of the Trade?

The Performance 

Chaser

The Gambler The Uninformed 

Investor

The Empire 

Builder

All Factors

VALUE QUALITYMOMENTUM SIZE
LOW 

VOLATILITY

Source: Beck, N., J. Hsu, V. Kalesnik, and H. Kostka. 2016. “Will  Your Factor Deliver? An Examination of Factor Robustness and 
Implementation Costs.” Financial Analysts Journal, vol. 72, no. 5.



18

Conclusion

» Costs matter – in all forms!

– Low transaction costs – both explicit and implicit

– Low fees

– Avoid the return gap – simple and transparent

» Thoughtful design just as important

– For smart beta, liquidity and capacity are crucial

– Ensure the resulting strategy does what it says on the tin
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Important Information
By accepting this document, you agree to keep its contents confidential. You also agree not to

disclose the contents of this document to third parties (including potential co-investors) without

the prior written permission of Research Affiliates, LLC (including its related entities).

The material contained in this document is for information purposes only. This material is not

intended as an offer or solicitation for the purchase or sale of any security or financial instrument,

nor is it advice or a recommendation to enter into any transaction. Any offer to sell or a

solicitation of an offer to buy or sell shall be made solely by the legally permitted entity registered

or licensed with the applicable regulator(s) and only to qualified investors through a regulatory

registration statement or subject to an applicable exemption and disclosure document such as a

private placement memorandum for pooled investment vehicles, or investment management

agreement for separately managed accounts. The information contained herein may be opinions,

which are subject to change, at any time, and should not be construed as financial or investment

advice on any subject matter.

Certain performance information presented represents simulated performance. Hypothetical

investor accounts depicted are not representative of actual client accounts. Certain performance

information presented represents performance based on combined simulated index data (pre-

index launch) and live index data (post-index launch). Indexes are unmanaged and cannot be

invested in directly. Past simulated performance is no guarantee of future performance and does

not represent actual performance of an investment product based on the index. No allowance has

been made for trading costs, management fees, or other costs associated with asset management,

as the information provided relates only to the index itself. Actual investment results may differ.

As such, the simulated data may have under-or over-compensated for the impact, if any of certain

market factors. Simulated returns may not reflect the impact that material economic and market

factors might have had on the advisor's decision making if the advisor were actually managing

clients' money. Simulated data is subject to the fact that it is designed with the benefit of

hindsight. Simulated returns carry the risk that the performance depicted is not due to successful

predictive modeling. Simulated returns cannot predict how an investment strategy will perform in

the future. Simulated returns should not be considered indicative of the skill of the advisor.

Investors may experience loss. Any information and data pertaining to an index contained in this

document relate only to the index itself and not to any asset management product based on the

index. With the exception of the data on Research Affiliates Fundamental Index, all other

information and data are generally based on information and data from third party sources.

Research Affiliates, LLC, its affiliates, agents, and each of their respective officers, directors,

employees, agents, representatives and licensors (collectively “RA”) does not make any warranties,

express or implied, to anyone regarding the information provided herein, including, without

limitation, any warranties with respect to the timeliness, sequence, accuracy, completeness,

currentness, merchantability, quality or fitness for a particular purpose or any warranties as to the

results to be obtained by any third-party in connection with the use of the information. Nothing

contained in this material is intended to constitute legal, tax, securities or investment advice, nor

an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The

general information contained in this material should not be acted upon without obtaining

specific legal, tax and investment advice from a licensed professional. Investors should be aware

of the risks associated with data sources and quantitative processes used to create the content

contained herein or the investment management process. Errors may exist in data acquired from

third party vendors, the construction or coding of indices or model portfolios, and the

construction of the spreadsheets, results or information provided. RA takes reasonable steps to

eliminate or mitigate errors, and to identify data and process errors so as to minimize the

potential impact of such errors, however RA cannot guarantee that such errors will not occur. Use

of this material is conditioned upon, and evidence of, the user’s full release of Research Affiliates

from any liability or responsibility for any third party for any loss or damage, direct, indirect or

consequential, arising from or related to (i) any inaccuracy or incompleteness in, errors or

omissions in the provided information or (ii) any decision made or action taken by any third party

in reliance upon this information. RA shall not be liable to anyone for loss of business revenues,

lost profits or any indirect, consequential, special or similar damages whatsoever, whether in

contract, tort or otherwise, even if advised of the possibility of such damages.

Indices referenced herein (individually, the “Index”) are the property of Research Affiliates, LLC,

which has contracted with S&P Opco, LLC (a subsidiary of S&P Dow Jones Indices LLC) to

calculate and maintain the Index. The Index and any products based on the Index are not

sponsored, endorsed, sold or promoted by S&P Dow Jones Indices or its affiliates or its third party

licensors (collectively, “S&P Dow Jones Indices). “Calculated by S&P Dow Jones Indices” and the

related stylized mark(s) are service marks of S&P Dow Jones Indices and have been licensed for

use by Research Affiliates, LLC. S&P® is a registered trademark of Standard & Poor’s Financial

Services LLC (“SPFS”), and Dow Jones® is a registered trademark of Dow Jones Trademark

Holdings LLC (“Dow Jones”). S&P Dow Jones Indices does not make any representation or

warranty, express or implied, to the owners of any products or any member of the public

regarding the advisability of investing in securities generally or in any products particularly or the

ability of the Index to track general market performance. S&P Dow Jones Indices’ only

relationship to Research Affiliates with respect to the Index is the licensing of the underlying S&P

indices, certain trademarks, service marks and trade names of S&P Dow Jones Indices, and the

provision of the calculation services related to the Index. S&P Dow Jones Indices is not

responsible for and has not participated in the determination of the prices and amount of the

products or the timing of the issuance or sale of the products or in the determination or

calculation of the equation by which the products may be converted into cash or other

redemption mechanics. S&P Dow Jones Indices has no obligation or liability in connection with

the administration, marketing or trading of the products. S&P Dow Jones Indices LLC is not an

investment advisor. Inclusion of a security within the Index is not a recommendation by S&P Dow

Jones Indices to buy, sell, or hold such security, nor is it investment advice. S&P Dow Jones

Indices does not guarantee the adequacy, accuracy, timeliness and/or the completeness of the

Index or any data related thereto or any communication with respect thereto, including oral,

written, or electronic communications. S&P Dow Jones Indices shall not be subject to any

damages or liability for any errors, omissions, or delays therein. S&P Dow Jones Indices makes no

express or implied warranties, and expressly disclaims all warranties or merchantability or fitness

for a particular purpose of use or as to results to be obtained by Research Affiliates LLC, owners of

any of the products, or any other person or entity from the use of the Index or with respect to any

data related thereto. Without limiting any of the foregoing, in no event whatsoever shall S&P

Dow Jones Indices be liable for an indirect, special, incidental, punitive, or consequential damages,

including but not limited to, loss of profits, trading losses, lost time, or goodwill, even if they have

been advised of the possibility of such damages, whether in contract, tort, strict liability, or

otherwise.
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Important Information
Frank Russell Company is the source and owner of the Russell index data contained or reflected in

this material and copyrights related thereto. Frank Russell Company and Research Affiliates, LLC

have entered into a strategic alliance with respect to the Russell RAFI Indexes. The Russell RAFI

Indexes are calculated by Russell in conjunction with Research Affiliates LLC. All intellectual

property rights in the Russell RAFI Indexes (the “Index”) vest in Russell and RA. Neither Russell nor

RA or their licensors accept any liability for any errors or omissions in the Index and / or Index

ratings or underlying data. No further distribution of Russell Data is permitted without Russell’s

express written consent. Russell® is a trademark of Frank Russell Company. Research Affiliates,

LLC is the owner of the trademarks, service marks, patents and copyrights related to the

Fundamental Index and the Fundamental Index methodology. The presentation may contain

confidential information and unauthorized use, disclosure, copying, dissemination, or

redistribution is strictly prohibited. This is a presentation of Research Affiliates, LLC. Frank Russell

Company is not responsible for the formatting or configuration of this material or for any

inaccuracy in Research Affiliates’ presentation thereof.

The FTSE Research Affiliates Fundamental Indexes are calculated by FTSE International Limited

(“FTSE”) in conjunction with Research Affiliates LLC (“RA”). All rights and interests in the FTSE

Research Affiliates Fundamental Indexes vest in FTSE. All rights in and to the RA fundamental

weighting methodology used in the calculation of the FTSE Research Affiliates Fundamental

Indexes vest in RA. All rights in the FTSE indices and / or FTSE ratings (together the “FTSE Data”)

vest in FTSE and/or its licensors. Except to the extent disallowed by applicable law, neither FTSE

nor RA nor their licensors shall be liable (including in negligence) for any loss arising out of use of

the FTSE Research Affiliates Fundamental Indexes, the FTSE Data or underlying data by any

person. “FTSE™” is a trademark of the London Stock Exchange Plc and is used by FTSE under

license. FTSE is not an investment adviser and makes no representation regarding the advisability

of investing in any security. Inclusion of a security in an index is not a recommendation to buy,

sell or hold such security. No further distribution of FTSE Data is permitted without FTSE’s express

written consent.

Copyright MSCI. All Rights Reserved. Without prior written permission of MSCI, this information

and any other MSCI intellectual property may only be used for your internal use, may not be

reproduced or redisseminated in any form and may not be used to create any financial

instruments or products or any indices. This information is provided on an “as is” basis, and the

user of this information assumes the entire risk of any use made of this information. Neither MSCI

nor any third party involved in or related to the computing or compiling of the data makes any

express or implied warranties, representations or guarantees concerning the MSCI index-related

data, and in no event will MSCI or any third party have any liability for any direct, indirect, special,

punitive, consequential or any other damages (including lost profits) relating to any use of this

information. All MSCI returns information provided under license through MSCI. Any expected

returns forecasted herein may be calculated by Research Affiliates LLC using data provided by

MSCI Inc. No funds or securities relating to those expected returns forecasted herein are

sponsored, endorsed or promoted by MSCI Inc., and MSCI bears no liability with respect to any

such funds or securities.

The RAFI™ Bonds US Investment Grade Index and RAFI™ Bonds US High Yield Index is calculated

by ALM Research Solutions, LLC. in conjunction with Research Affiliates, LLC. All rights and

interests in the RAFI™ Bonds US Investment Grade Index and the RAFI™ Bonds US High Yield

Index vest in Research Affiliates, LLC. All rights in and to the Research Affiliates, LLC Fundamental

Index™ concept used in the calculation of the RAFI™ Bonds US Investment Grade Index and the

RAFI™ Bonds US High Yield Index vest in Research Affiliates, LLC. The RAFI™ Bonds US Investment

Grade Index and the RAFI™ Bonds US High Yield Index are not sponsored, endorsed, sold or

promoted by ALM Research Solutions, LLC., and ALM Research Solutions, LLC. makes no

representation regarding the advisability of investing in such product(s). Neither ALM Research

Solutions, LLC. nor Research Affiliates, LLC make any warranties, express or implied, to any of their

customers nor anyone else regarding the accuracy or completeness of any data related to the

RAFI™ Bonds US Investment Grade Index or the RAFI™ Bonds US High Yield Index. All information

is provided for information purposes only. Neither ALM Research Solutions, LLC. nor Research

Affiliates, LLC accept any liability for any errors or any loss arising from the use of information in

this publication.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™, RAE™, and the Research

Affiliates™ trademark and corporate name and all related logos are the exclusive intellectual

property of Research Affiliates, LLC and in some cases are registered trademarks in the U.S. and

other countries.

Various features of the Fundamental Index™ methodology, including an accounting data-based

non-capitalization data processing system and method for creating and weighting an index of

securities, are protected by various patents, and patent-pending intellectual property of Research

Affiliates, LLC. (See all applicable US Patents, Patent Publications, Patent Pending intellectual

property and protected trademarks located at https://www.researchaffiliates.com/en_us/about-

us/legal.html, which are fully incorporated herein.) Any use of these trademarks, logos, patented

or patent pending methodologies without the prior written permission of Research Affiliates, LLC,

is expressly prohibited. Research Affiliates, LLC, reserves the right to take any and all necessary

action to preserve all of its rights, title, and interest in and to these marks, patents or pending

patents.

Neither Research Affiliates, LLC nor its related entities provide investment advice outside of

Australia, the United States, Canada and Ireland or offer or sell any securities, commodities or

derivative instruments or products. Any such business may only be conducted through registered

or licensed entities and individuals permitted to do so within the respective jurisdiction and only

in conjunction with the legally required disclosure documents and subject to the all legally

required regulatory filings.

Research Affiliates, LLC is an investment adviser registered under the Investment Advisers Act of

1940 (the “Advisers Act”) with the U.S. Securities and Exchange Commission (SEC). Our registration

as an Investment Adviser does not imply a certain level of skill or training. Additionally, Research

Affiliates, LLC may engage in sales and marketing activities with your firm. This includes making

available information, education, and guidance materials, herein and otherwise, regarding certain

investment advisory services and/or indices that are constructed, published, and licenses.

It is not our intent to provide investment advice and accordingly, we will not receive any fees or

other compensation directly from you for the provision of investment advice (as opposed to other

services) in connection with any Transaction, unless contracted for or permissioned to do so.

Without an express written objection from you, we will deem that these acknowledgments and

representations apply.

Notice to wholesale clients in Australia:

Research Affiliates, LLC is exempt from the requirement to hold an Australian financial services

license by operation of ASIC Class Order 03/1100: US SEC regulated financial service providers.

© 2018 Research Affiliates, LLC. All rights reserved. Duplication or dissemination prohibited

without prior written permission.


