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Five factor investing mistakes – 
and how to navigate them

It’s been a tough period for factor investing. 
Heralded as the answer to cheap portfolio 
construction, efficient portfolio management 
and a simple way to remove unintended 
factor exposure, factor portfolios have not 
been performing the way everyone expected. 
In this paper we highlight some of the 
common mistakes to avoid based on our own 
experience, and how to manage them.

Factor portfolios – what are they good for?

Factors break asset classes down 
into their component drivers, such 
as fundamental factors (value 
and quality) or market factors 
(momentum and low volatility). 
The use of factors enhances 
understanding of portfolio risk and 
the potential clusters of risk that 
can go unnoticed. These factors can 
then be put into portfolios as single 
factors or combined into portfolios, 
called multi-factor portfolios. Factor 
analysis can be used to analyse 
any multi-asset portfolio to better 
understand the hidden exposures 
that may lie within it.

While research into factors has 
been around since the early 1960s, 
the use of factor portfolios has 
accelerated over the last five years 
or so. They are used for a variety 
of reasons – a cheap alternative to 
active management and exposure to 
specific factors to name a couple. 

The explosive growth of exchange-
traded funds (ETFs) and increased 
use of derivative instruments has 
made it easier for asset owners and 
asset managers to gain (and change) 
exposures to factors, sectors and 
asset classes. However, just because 
there is an increased availability of 
implementation options doesn’t 
mean that they should be used  
with impunity.
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Figure 1: Expensive, low quality stocks have led the way in 2019
Long term return (1990 to Q2 2019) by “Value” and  “Quality” YTD return by “Value” and “Quality” 

Expensive Market-like Cheap

High Quality -2.10% 2.80% 5.40%

Moderate Quality -5.60% -1.50% 3.60%

Low Quality -10.00% -2.90% 0.80%

Expensive Market-like Cheap

High Quality 1.80% 2.50% -2.60%

Moderate Quality 2.70% -6.30% -5.50%

Low Quality 3.20% -1.50% -10.50%

Most factor-based portfolios are underperforming for one simple 
reason: expensive low quality stocks have driven performance 
in a narrow market. Figure 1 shows the excess returns of stocks 
that are classified by quality and value, where a red square shows 
underperformance and a green square shows outperformance. 

Most factor approaches include a flavour of value (overweight 
cheap/underweight expensive) and quality (overweight higher 
quality, underweight lower quality). Any factor approaches 
using value or quality or a combination of the two have 
underperformed because returns have been the opposite of the 
long-term expectations that these approaches target. 

Mistake #1: Factors no longer work

That’s the what, but the much harder question is why? In finance 
there are potential explanations offered for everything. When 
it comes to the underperformance of factor portfolios, these 
range from the seemingly never-ending economic cycle, global 
monetary policy, the unexpected effect of trade wars interfering 
with company fundamentals to the ubiquitous topic of crowding 
and capacity. Much of the criticism about factor investing 
recently has been focused on ‘crowding’ and ‘capacity’, which are 
interlinked. Although there are no concrete definitions for these 
two terms, there has been some academic evidence addressing 
these issues.

A crowded trade can happen when a significant number of 
investors are pursuing the same trade at the same time (although 
‘significant’ is not defined). Recent research1 shows that ‘crowding 
is not always a catalyst for underperformance’. In fact, crowding 
can help the momentum factor, for example, to generate return. 
However, this research identified that there may be implications 
for portfolio construction, particularly in relation to risk 
management of factor exposures.

1  Nick Baltas, The Impact of Crowding in Alternative Risk Premia Investing, June 2019, Financial Analysts Journal

This is not simply solved as crowding has no simple definition. 
Our approach is to avoid false precision in our risk models and to 
think about a wide variety of ways in which risk can be measured 
and managed within a portfolio.

Capacity issues generally manifest themselves in recent returns 
being lower than long term returns. In the case of factor 
investing, this occurs when arbitrageurs remove the benefit of a 
particular factor through their actions. We discuss this in more 
detail in ‘Mistake #3: The back-test made me do it’ where declines 
in future returns relative to past returns have many possible 
explanations, amongst which arbitrage is one.

Past performance is not a guide to future performance and may not be repeated. 
Source: Schroders, July 31, 2019. Stocks in universe are ranked using value and quality definitions. Terciles of the value rank are used to classify 
stocks and excess US$ returns are calculated and aggregated against a market cap weighted index assuming no ranks. A monthly rebalance 
process is followed.  Left hand side shows excess returns over the period 31 December 1989 to 30 June 2019. Right hand chart shows excess 
returns over the year to date period as of 31 July 2019.
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Research in the 1990s2 identified four or five robust, intuitive 
equity factors. Since then, academic research has resulted in 
a ‘factor zoo’3 of over 300 different equity factors (Figure 2). 
However, it has been difficult for researchers to test all these 
factors rigorously and there have been issues with back-test 
bias (more on this later). As a result, we believe it’s better to keep 
things simple and focus efforts on the factors that have been 
sufficiently researched and robustly tested, such as value, quality, 
momentum and low volatility. Size is also an important factor 
and stands apart from the others: we find that the best way to 
exploit the size factor is to condition the above factors by size. For 
example, ‘value’ works better within the small cap universe than 
it does within a broad universe of all stocks. 

Each of these factors has multiple definitions, for example, a 
significant proportion of the factors in Figure 2 are value-related.

A positive by-product of limiting the universe to a small number 
of factors is the greater transparency that it affords investors. 
Increased transparency leads to greater understanding, 
and greater understanding should lead to better portfolio 
construction. 

2  Eugene Fama and Kenneth French (1992), then of the University of Chicago
3 John Cochrane, also formerly of the University of Chicago

Balancing our assertion that the factor universe should be limited 
is our assertion that a multi-factor portfolio should not be too 
concentrated. Diversification in a multi-factor portfolio is no 
different from diversification in any portfolio of investments. 

In addition, each factor has multiple sub-factors (see Figure 3 
for the quality factor example). Further cultivating the benefits 
of diversification, it seems sensible to ensure that each of your 
factor definitions don’t rely too heavily on a single metric. In 
Figure 3 we use the extreme example of quality as a factor 
to illustrate the range of definitions that can be applied to it. 
However, even the seemingly narrow ‘low-volatility’ factor also 
has more than one definition – ‘lower than average volatility 
stocks’ and ‘low sensitivity to equity markets (beta)’.

Mistake #2: Using too many factors

Figure 2: There are far more factors than you’ll ever need, or want

Source: Harvey, Campbell and Yan Liu (2019), ‘A Census of the Factor Zoo’.
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Figure 3: Each factor has multiple definitions and multiple sub-factors  
(quality factor example)

Source: Schroders. Note: This does not show all the sub-factors that we use in a factor portfolio but demonstrates the variety of sub-factors 
available to investors.

Quality group Quality sub-group Definition

Profitability

Cash flow based Free cash flow over asset

Earnings based 
Gross profit over asset

Gross margin over sales

Earnings quality

Accruals
Accruals over asset base4 

Accruals over asset base5

Earnings growth 5 Year earnings growth

Earnings variability Volatility of eps changes

Financial strength Leverage 

Total liability to equity

Total liability to asset

Total liability to operating  
cash flow

Total liability to revenue

Composite of the above four leverage 
measures

Management signalling 

Financing activities

Equity issuance

Debt issuance

Financing cash flow

Investing activities 

Capex change

Total asset change

Investing cash flow

4 Accruals defined as change in working capital minus depreciation
5 Accruals defined as net income minus operating cash flow
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Mistake #3: Don’t be too cute when you  
combine factors

Factors can be combined using pre-set rules (systematic) or 
varied depending on views by investors (discretionary). While 
some discretion will always be necessary to handle extreme or 
controversial investment problems, our research shows that a 
systematic approach is able to harvest diversification to a greater 
degree, by using the latest available technology to analyse 
entire universes simultaneously and therefore build a portfolio 
that focuses on breadth rather than depth to generate alpha. 
However, even systematic investment teams should use their 
‘discretion’ to evolve their process gradually to make incremental 
gains by, say, pursuing cutting edge investment research. 

Putting the factors together in a systematic way generally 
involves using an optimiser, fed with historical returns, volatilities 
and a correlation matrix between each of the factors. This 
approach gives rise to problems (covered later in the paper) but 
trying to figure out how to micromanage factor exposures on a 
discretionary basis is likely to be fraught with more problems. 
Figure 4 shows that factor return premia (excess returns over the 
MSCI World Index) vary significantly from year to year.

The key learning point from Figure 4 is that, like asset classes, 
different factors perform well at different times. Diversification  
is paramount.

Figure 4: Factor outperformance is unpredictable

Source: Schroders, Bloomberg, 30 June 2019, MSCI factor indices relative to MSCI World.
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Mistake #4: The back-test told me to do it

As we discussed earlier, systematic multi-factor portfolios use 
past correlations, risk and return data to ascertain how the factors 
should be combined.  However, just because it worked in the 
past doesn’t mean it will work in the future. There are two main 
reasons for this:

 – Single-factor portfolios experience extreme events far more 
frequently than assumed by simple statistical analysis

 – These events can persist for far longer than the statistics  
would assume.

So what does this mean for systematic factor portfolio 
construction? Assumptions cannot be relied on without 
question to create portfolios. It’s important to understand your 
assumptions and don’t be surprised when ‘unexpected’ results 
occur and persist. Ultimately, the cost to investors is their 
(understandable) propensity to chase performance, which can 
lead them to invest or divest at just the wrong time.

A couple of examples reinforce this point.  First, a factor can 
change its spots. For example, while value factors have typically 
been associated with cyclicality or heightened sensitivity to broad 
equity markets, this has not always been the case, and indeed it 
was not the case in the last 2-3 years (illustrated with the MSCI 
World Value and Quality indices in Figure 5).

Second, correlations change over time. In order to create multi-
factor portfolios, investors need to make assumptions about how 
factors interact with each other, but such assumptions need to 
be made carefully, reviewed regularly (but not too regularly), and 
re-visited in exceptional circumstances. Assuming that a factor will 
behave in a particular way, that mean reversion is inevitable, or 
that a risk premium is ‘dead’, is dangerous. Investors should stand 
by their beliefs, but should not be stubborn in their assumptions. 

Figure 5: Factors change their spots
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Mistake #5: A factor completion portfolio might 
compete rather than complete

Factor completion portfolios have become more popular with 
asset owners with the increase in availability of factor ETFs.  A 
completion portfolio aims to balance the overall portfolio’s 
exposure to factors, such that no factor bias remains. For 
example, if an overall set of active equity managers is found to 
have significant exposure to value - a ‘value bias’ - the completion 
portfolio would consist of factors chosen intentionally to offset 
the value bias, such as momentum and quality.  In principle, 
this approach is an attractive application of factor investing: 
relatively simple statistical analysis allows a targeted improvement 
in the portfolio construction trade-off, through the use of 
complementary factor portfolios which, while they may not 
increase expected returns, should help to manage expected 
portfolio volatility. However, there are a few issues to consider, 
including whether the data on the factor exposure in the portfolio 
being ‘completed’ is accurate and whether the existing managers 
are likely to maintain their style biases over time.

Of particular concern is whether the factor completion portfolio 
actually provides true completion. There are many possible 
‘value’ or ’quality’ signals.  Some will be more diversifying to the 
original portfolio than others. It is important to fully understand 
the definitions (or signals) to use within a factor. For example, 
in ‘quality’, should investors use return on equity, debt to equity, 
free cashflow, any of the other measures shown in Figure 3, or 
a combination of signals?  Figure 6 demonstrates the variability 
within each of four factors (in relation to the information ratio). 
The solid line is for the median information ratio definition within 
the factor, while the lower and upper dotted lines are for the 
lowest and highest information ratio definitions respectively. 

Figure 6: Factor definitions vary significantly (information ratios)

Past performance is not a guide to future performance and may not be repeated. 
Source: Schroders, 3 year rolling information ratios using data from December 1996 to March 2018.
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Figure 7: Signal performance varies across regions (information ratios)

Source: Schroders, December 1996 to March 2018.
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Conclusion
The instruments and funds now available have provided asset 
owners and asset managers with the ability to invest creatively 
in single factor, multi-factor and completion portfolios. There 
are many benefits of understanding factors, especially when 
analysing portfolios for intended or unintended biases.  
However, when factors are being used in portfolios, based on 
our experience over many years, we believe that there are some 
mistakes that can be avoided to improve success:

1 Avoid false precision – understand the exposures in your 
portfolio and consider risk from multiple perspectives, 
especially when constructing multi-factor portfolios

2 Remember the basics – investors can get all the complicated 
stuff right, but if they forget the basics, disappointment 
is inevitable. Just because a factor exists, doesn’t mean it 
necessarily makes sense in your portfolio. Always check for 
complementary exposures.

3 Timing exposures to factors is difficult – ‘tinkering’ with 
factor weights on a frequent basis requires skill and we believe 
that this is challenging for the majority of investors. 

4 Don’t be wedded to models – factors and correlations can 
change. Being attached to assumptions based on back-tests or 
theory is likely to result in disappointment. Some humility and 
flexibility is required.

5 If you are using a factor completion portfolio, ensure you 
understand your underlying exposures – from our own 
experience of managing these types of portfolios, we believe 
it is important to ask yourself what you are trying to achieve 
and whether the approach you are taking will result in true 
completion, not just now but in the future.

We are passionate proponents of factor-based approaches to 
investing as they allow us to better understand the drivers of risk 
and return, and the benefits that they bring to our clients.  So 
despite a challenging period, we continue to use factors carefully 
for both analysis and investment.

In addition, investors are faced with the choice of whether to 
neutralise the signal within a factor across countries or industries 
and geographies; this creates another layer of active decision-
making which can have a significant impact on performance. 
To illustrate this, consider Figure 7 which shows the differing 
performance of factors across different regions. Signal 
performance can also differ by size of company within each factor. 
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Important information 

The views and opinions contained herein are those of the authors 
as at the date of publication and are subject to change due to 
market and other conditions. Such views and opinions may not 
necessarily represent those expressed or reflected in other 
Schroders communications, strategies or funds. 

This document is intended to be for information purposes only. 
The material is not intended as an offer or solicitation for the 
purchase or sale of any financial instrument or security or to 
adopt any investment strategy. The information provided is 
not intended to constitute investment advice, an investment 
recommendation or investment research and does not take into 
account specific circumstances of any recipient. The material 
is not intended to provide, and should not be relied on for, 
accounting, legal or tax advice. 

Information herein is believed to be reliable but Schroders 
does not represent or warrant its completeness or accuracy. No 
responsibility or liability is accepted by Schroders, its officers, 
employees or agents for errors of fact or opinion or for any 
loss arising from use of all or any part of the information in 
this document. No reliance should be placed on the views and 
information in the document when taking individual investment 
and/or strategic decisions. Schroders has no obligation to 
notify any recipient should any information contained herein 
changes or subsequently becomes inaccurate. Unless otherwise 
authorised by Schroders, any reproduction of all or part of the 
information in this document is prohibited.

Any data contained in this document has been obtained 
from sources we consider to be reliable. Schroders has not 
independently verified or validated such data and it should 
be independently verified before further publication or use. 
Schroders does not represent or warrant the accuracy or 
completeness of any such data. 

All investing involves risk including the possible loss of principal. 

Third party data are owned or licensed by the data provider 
and may not be reproduced or extracted and used for any 
other purpose without the data provider’s consent. Third party 
data are provided without any warranties of any kind. The data 
provider and issuer of the document shall have no liability in 
connection with the third party data. www.schroders.com 
contains additional disclaimers which apply to the third party 
data.Past performance is not a guide to future performance and 
may not be repeated. The value of investments and the income 
from them may go down as well as up and investors may not get 
back the amounts originally invested. Exchange rate changes 
may cause the value of any overseas investments to rise or fall. 
This document may contain “forward-looking” information, such 
as forecasts or projections. Please note that any such information 
is not a guarantee of any future performance and there is no 
assurance that any forecast or projection will be realised.

European Union/European Economic Area: Issued by Schroder 
Investment Management Limited,1 London Wall Place, London, 
EC2Y 5AU. Registered Number 1893220 England. Authorised and 
regulated by the Financial Conduct Authority. 

Note to Readers in Australia: Issued by Schroder Investment 
Management Australia Limited, Level 20, Angel Place, 123 Pitt 
Street, Sydney NSW 2000 Australia. ABN 22 000 443 274, AFSL 
226473. 

Note to Readers in Canada: Schroder Investment Management 
North America Inc., 7 Bryant Park, New York, NY 10018-3706. 
NRD Number 12130. Registered as a Portfolio Manager with the 
Ontario Securities Commission, Alberta Securities Commission, 
the British Columbia Securities Commission, the Manitoba 
Securities Commission, the Nova Scotia Securities Commission, 
the Saskatchewan Securities Commission and the (Quebec) 
Autorite des Marches Financiers. 

Note to Readers in Hong Kong: Schroder Investment 
Management (Hong Kong) Limited, Level 33, Two Pacific Place 88 
Queensway, Hong Kong. Central Entity Number (CE No.) ACJ591. 
Regulated by the Securities and Futures Commission. 

Note to Readers in Indonesia: PT Schroder Investment 
Management Indonesia, Indonesia Stock Exchange Building 
Tower 1, 30th Floor, Jalan Jend. Sudirman Kav 52-53 Jakarta 
12190 Indonesia. Registered / Company Number by Bapepam 
Chairman’s Decree No: KEP-04/PM/MI/1997 dated April 25, 1997 
on the investment management activities and Regulated by 
Otoritas Jasa Keuangan (“OJK”), formerly the Capital Market and 
Financial Institution Supervisory Agency (“Bapepam dan LK”). 

Note to Readers in Japan: Schroder Investment Management 
(Japan) Limited, 21st Floor, Marunouchi Trust Tower Main, 1-8- 3 
Marunouchi, Chiyoda-Ku, Tokyo 100- 0005, Japan. Registered 
as a Financial Instruments Business Operator regulated by the 
Financial Services Agency of Japan. Kanto Local Finance Bureau 
(FIBO) No. 90. 

Note to Readers in People’s Republic of China: Schroder 
Investment Management (Shanghai) Co., Ltd., RM1101 11/F 
Shanghai IFC Phase (HSBC Building) 8 Century Avenue, Pudong, 
Shanghai, China, AMAC registration NO. P1066560. Regulated by 
Asset Management Association of China. 

Note to Readers in Singapore: Schroder Investment 
Management (Singapore) Ltd, 138 Market Street #23-01, 
CapitaGreen, Singapore 048946. Company Registration No. 
199201080H. Regulated by the Monetary Authority of Singapore. 

Note to Readers in South Korea: Schroders Korea Limited, 26th 
Floor, 136, Sejong-daero, (Taepyeongno 1-ga, Seoul Finance 
Center), Jung-gu, Seoul 100-768, South Korea. Registered and 
regulated by Financial Supervisory Service of Korea. 

Note to Readers in Switzerland: Schroder Investment 
Management (Switzerland) AG, Central 2, CH-8001 Zürich, 
Postfach 1820, CH-8021 Zürich, Switzerland. Enterprise 
identification number (UID) CHE101.447.114, reference number 
CH02039235704. Authorised and regulated by the Swiss Financial 
Market Supervisory Authority (FINMA). 

Note to Readers in Taiwan: Schroder Investment Management 
(Taiwan) Limited, 9F, 108, Sec.5, Hsin-Yi Road, Hsin-YI District, 
Taipei 11047 Taiwan, R.O.C. Registered as a Securities Investment 
Trust Enterprise regulated by the Securities and Futures Bureau, 
Financial Supervisory Commission, R.O.C. 

Note to Readers in the United Arab Emirates: Schroder 
Investment Management Limited, 1st Floor, Gate Village Six, 
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