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The popularity of single-factor equity programs has seen a proliferation of Alternative Risk Premia 
(ARP) strategies from fund managers and (investment) banks. This has been spurred by greater 
availability of data, poor performance of traditional managed funds, and a greater acceptance of 
factor investing, to name just a few influences. Many factors are now being combined into 
multifactor/multi-asset (MFMA) ARP strategies. This paper examines how ARP strategies have 
performed, concluding that while they offer some diversification benefits, they should not be seen 
as risk hedges (underwhelming performance in 2018 is evidence of this). While ARP strategies may 
supplement good asset allocation in times of market stress, they are not a replacement for it.  

1. Executive Summary  

Alternative Risk Premia (ARP) are a form of active investing which uses factors that are expected to predict 
future investment returns.  ARP primarily evolved from traditional single factor equities (like equity value) into 
many more complex premia across all asset classes.  This paper reviews the performance of ARP which are 
combined into a systematic, multi-factor/multi-asset strategy (MFMA). Our perspective is as a Multi-Asset 
investor considering the potential contribution of these strategies on a Multi-Asset portfolio.  

The popularity of single-factor equity programs has seen a proliferation of ARP products from fund managers 
and (investment) banks.  This process accelerated in recent years for five primary reasons: ARP benefits from 
the greater availability of data; the poor performance of many traditional stock picking and hedge fund 
managers in 2008/09, led to a general trend to passive investing; there is greater institutional acceptance of 
factor investing; lower costs alongside low cash rates; and, as bond yields have declined, investors have sought 
alternative sources of portfolio diversification (and return).  

However, ARP are far more complex than typical factor-based strategies and are, unlike a market index, 
anything but passive products.  Greater care appears necessary to differentiate those more likely to meet 
expectations, especially after their poor performance in 2018.  We have conducted a detailed review of MFMA 
strategies primarily to assess whether they may play a useful role in improving the long-term risk/return 
profile of a balanced or multi-asset portfolio. 

Evidence around the key single-factor equity ARP is generally accepted and makes intuitive sense, though 
there can be long-periods of relative underperformance (e.g. value v growth).  In theory at least, combining 
individually good investments into a portfolio should lead to better portfolio outcomes.  Taken at face value, 
MFMA achieved an attractive Sharpe ratio of 0.7.  However, we find in the case of MFMA, this includes 
significant equity and bond beta and performance is heavily dependent on manager selection (though this isn’t 
unique to MFMA).  Figure 1 depicts our portfolio risk analysis of ARP.   
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Unlike generally accepted definitions for what constitutes market betas, there is less consistency in 
measurement of ARP factors.  This has led to a wide-range of performance amongst providers which 
diminishes confidence that predicted returns can be realised.  On average, MFMA strategies demonstrate low 
correlation to major asset classes as they are usually designed to be market neutral.  However, in practice, this 
has been difficult to achieve in stressed periods.  Hence MFMA provide modest diversification (normally 
measured as low correlation) over time but make poor hedges. 

Our view is the modest alpha in these strategies is offset by the significant complexity.  Strategies that are 
more likely to succeed have strong underlying economic rationale, transparent construction and have a history 
of performance across market regimes.  Targeted use of ARP could enhance a multi-asset portfolio for the 
purposes of evaluating opportunities and managing risk across a cycle but is not a panacea for expensive, 
correlated markets.  Simpler, defensive strategies such as low-beta and quality or commodity-carry show more 
promise. 

2. What are ARP? 

The terms systematic premia, factor investing, alternative beta, smart beta, and alternative risk premia are all 
used relatively interchangeably though there are some nuances.  ARP is a form of security selection which 
exists between a traditional index-based approach and completely discretionary investing.  ARP can be 
considered a sub-set of the alternatives universe where risk factor-loadings, other than traditional equity and 
credit market betas, are identified and targeted in some systematic way.  This could be done in isolation, such 
as commodity carry or bundled into a MFMA ARP strategy. 

Figure 1: Where does Alternative Risk Premia fit? 

 

A simple ARP strategy sorts 
on a specific factor, e.g. 
interest rate differentials, 
and systematically goes 
long the better/higher and 
short the worse/lower 
securities.   
 
A more advanced MFMA 
program will do the above 
simultaneously across 
many premia and optimise 
a portfolio to a specific 
objective, e.g. maximum 
Sharp or minimum 
volatility.  

 

Figure 2 provides a generalised depiction of ARP showing it is not a truly new asset class but a different 
(systematic) way of cutting existing asset classes.  However, whilst our definitions of market betas (equity, 
credit, etc) are standardised and observable, there is no single way to define and measure ARP strategies.  
There is, at best, a general sentiment on what we are roughly trying to achieve.  When combining these into a 
MFMA product, we demonstrate this leads to quite wide-variation in realised performance.  

 

 

 

 

 

Passive Index-Based 
Investing

Passively follow a broad-
based, liquid market 
index such as MSCI 
World or ASX200.

Portfolio is determined 
by an index provider.

Alternative Risk
Premia

Systematically weight 
securities based on 

“factors” that are 
considered to drive 

desirable risk/return 
characteristics.

Active management 
front end-loaded.

Discretionary 
Investing

Active, fully-
discretionary security 

selection (classic “stock 
picking”).  

Active management 
occurs throughout the 

process.

Traditional Risk Premia 
(Beta)

Example: Equities, credit, 
rates.

Alternate Premia
Example: value, low-risk, 

quality, size, carry, 
momentum, volatility, 

liquidity.

Alpha
Active asset selection and 

timing.
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Figure 2: Illustrative Multi-Factor/Multi-Asset ARP Strategy 

 
Source: Roncalli (2017)1 

Can we believe in all the factors? 

There is a huge array of academic literature on systematic risk premia in equity and other markets. For a 
detailed review of factor strategies, we refer to our detailed paper, Systematic Investments: Factor Investing 
2018.2  The availability of data has seen a proliferation of research on factors and market anomalies ready to be 
exploited by managers.3  Cochrane (2011) first called this a zoo of new factors.  Harvey et al (2016) examined 
over 300 academic papers and tested 316 proposed ARP factors.4  An updated paper was recently released in 
February 2019 documenting over 400 factors – an increase of about 30 per year.5   

 

Figure 3: Summary of Academic Evidence on Factor Publications and Performance 

No. Factors and Publication Years, Top-Tier Journals 

 

Factor Performance Before and After Publication 

 
Source: Harvey and Liu (2019) and Arnott, Harvey, Kalesnik and Linnainmaa (2019). 

                                                           
1 T. Roncalli, 2017, “Alternative Risk Premia: What Do We Know?”, in Factor Investing and Alternative Risk Premia edited by 
E. Jurczenko. 
2 Lester, A. (Multi-Asset Quantitative Research), 2018, “Systematic Investments: Factor Investing”, Schroder Investment Management White 
Paper. 
3 In recent years, more research is being published by leading asset management firms. 
4 Cochrane, J. H., 2011, “Discount Rates” The Journal of Finance 66, no. 4.  Harvey, C. R., Yan L, and Heqing Zhu, 2016, “...and the cross-section 
of expected returns”, Review of Financial Studies 29, 5–68. 
5 Harvey, C. R., and Liu, Y.,2019, “A Census of the Factor Zoo”, White Paper released via SSRN-id3341728; Arnott, R., Harvey, C. R., Kalesnik, V. 
and Linnainmaa, J., 2019, “Alice’s Adventures in Factorland: Three Blunders That Plague Factor Investing”, White Paper released via SSRN-
id3331680. 
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A recent survey by FTSE Russell indicates nearly half of investors had some type of exposure to factor-based 
products in 2018 and, so far in 2019, that has risen to 58%.6  However Harvey and Liu (2019) believed that many 
standard tests of significance weren’t particularly reliable.  Taking a cue from disciplines learnt in the field of 
medical research (which has greater requirements for efficacy), Harvey re-tested previously published factors 
and found the majority would be considered false positives i.e. they don’t work.  This has been a key concern 
around ARP in addition to the potential for overcrowding.  The first picture in Figure 3 demonstrates the 
proliferation of discovered factors.  The second demonstrates that, on average, post-publication returns are 
positive but smaller than pre-publication (solid red line represents predicted performance).  Hence, investment 
expectations set according to naïve backtests are likely to be disappointing. 

What should drive factor performance? 

Factor selection in a good ARP strategy should have a sound, economic rationale.  Even when there is a strong 
economic rationale, translating from a significant back-test to live measurement and portfolio construction 
often creates risk of over-specifying models as trade-offs are made around data and definitions.  Also, the need 
for liquidity and management of transaction costs can result in further trade-offs, all of which may lead to 
unintended risk exposures.   

 
 

We believe the best approach would be to apply discipline around rationale and motivation for any factor 
program and then judge whether these are likely being captured by the investment program on offer.  
Preferably, a strategy should align with one or more of the motivations in Table 1. Where a strategy cannot be 
sufficiently motivated, we would be more concerned it is driven by data-mining and should have a much higher 
hurdle (if considered at all). 

 

Table 1: Criteria for Picking Alternative Risk Premia (ARP) Strategies 

Driver Description 

Risk Premium 
An observable variable can be used to systematically inform an asset pricing model in a 
logical way.  ARP which represent or inform risk premiums cannot be arbitraged away.   

Structural 
A rule, convention or constraint is creating some type of systematic distortion available 
to be exploited by less constrained investors who are in the minority.  Returns from 
structural distortions should compress over time. 

Behavioural 

Investors are acting in an observably non-rational way based on classical finance theory 
i.e. they are not making decisions to maximise return based on expected values.  For 
example, they exhibit loss-aversion (losses hurt more than equal sized wins) or are 
weighting tail outcomes differently (lottery ticket effect).  It is difficult to predict how 
behavioural-driven ARP will be rewarded in the long run as they should be 
arbitrageable. 

 

In addition to a strong motivation, a credible factor should have robust empirical evidence supporting it (i.e. it 
exists across time periods and different markets) and should be sufficiently large as to be exploitable.  We 
note, there is no guarantee any particular factor can be exported across asset classes - each factor must be 
researched within each asset class. 

                                                           
6 FTSE Russel, Smart beta: FTSE Russell 2019 global survey findings from asset owners.  We note the terms factors and styles are for most 
purposes interchangeable.  The survey covered 178 institutional asset owners from around the world representing FUM of over USD5trn. 

Testing & 
Estimation

Measurement & 
Construction

ExecutionConcept/Idea
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Based on these considerations, the weight of academic literature and market acceptance, we consider the 
following ARP the most credible across the major asset classes: Value, Quality, Low-Risk, Momentum, and 
Carry.7  A description of these factors is provided in the Appendix 

How do you access ARP? 

There is no generally-accepted or off-the-shelf ARP index.  We can access ARP via: bank designed ARP swaps; 
external managers; in-house; or select ETFs.  Choice of access points are likely driven by beliefs and 
motivations for investing.  Most people are interested in ARP as an alternative to expensive, correlated beta 
markets, as a replacement for hedge funds, as a new source of alpha, and/or for risk reduction.   

3. Realised MFMA Performance 

Whilst the factors above are generally accepted on a stand-alone basis, there is less academic evidence on their 
exploitation in a MFMA setting.  There are an incredible number of possible permutations which makes it 
difficult to assess the return expectations from such a strategy.  The lack of research on the relative 
performance of MFMA ARP should give us less confidence in their behaviour.  This is particularly the case 
where it is difficult to get data over more than 1 economic cycle.  Furthermore, a major challenge in assessing 
manager success is a lack of a generally accepted benchmark. 

We have analysed the average performance of (investment) bank ARP products and managers separately using 
data from the The Eurekahedge Multi-Factor Risk Premia Index for bank products and eVestments database of 
buy-side manager performance.8  Given the lack of a market index, we consider these two sources give us the 
best representative sample.  The bank index is more standardised and should be analysed seperately.  Unlike 
equity or fixed income ETFs, which can be representative of their underlying market, we should consider ARP 
ETFs as being just one of many ways to run a strategy (i.e. MSCI or FTSE are not the arbiters of what is ARP). 

Investment Bank MFMA ARP 

We have chosen to use the Eurekahedge Index as it compiles over 3,000 strategies offered by large global 
banks across different ARP.  Strategies include carry, value, momentum, volatility and liquidity amongst others 
across fixed income, credit, commodities, equity and volatility.  The index is constructed to be low-risk around a 
target volatility of 4-5% with low correlation to US Treasuries.  The index is net of estimated trading costs and 
product expenses.  The bank swaps can be considered relatively liquid.9  We consider this index superior to 
simply aggregating individual risk premia indices (such as the HFRX series) as this would likely just cancel out 
many of the individual alphas and leave just residual market betas – this is the experience from hedge funds 
many prospective ARP investors are trying to avoid. 

Figure 4: Investment Bank ARP Performance (2010 to 2019) 

Performance of Bank MFMA ARP Index (2010=100) MFMA ARP Returns Show Moderate Skew 

 
Source: Bloomberg and Eurekahedge/Wilshire. 

                                                           
7 Note no ARP is universally accepted.  Even where accepted, it may be argued that they are not systematically exploitable and are best 
targeted opportunistically in a discretionary manner.  For example. Firm Size and Liquidity are leading candidates as additional factors but it 
may be difficult to access these systematically. 
8 The Eurekahedge Multi-Factor Risk Premia Index is compiled by a partnership between Wilshire Associates and Mizuho. 
9 We note that index constituents are likely to vary over time as banks change their definitions or discontinue a product.  In fact, any factor 
product (whether single or ARP) is likely to see changes in their construction as there is no “universal truth” on factor definitions.  However, 
across a large sample of products, it could be expected that individual nuances balance out.  
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Figure 4 shows the performance (left-side) and performance distribution (right-side) of the Eurekahedge Index.  
We identify a relatively normal distribution of performance with modest, left-tail skew for the period 2010-
2019.   

A benchmark hurdle or expected return was constructed for the MFMA ARP using an augmented CAPM with 
total returns for MSCI World, S&P500 Residuals and Barclays Global Aggregate Bond Index.10  Table 2 shows 
ARP have a significant positive beta to both MSCI World and the Barclays Aggregate (r-square 28%) with the 
beta to bonds moderately higher.  Results are consistent with our correlation matrix (refer Appendix).   

Table 2: Multi-Factor ARP Returns Model (July 2010 – April 2019) 

 Multi-Factor ARP S&P* MSCI World BarcAg 

Return p.a. 3.4% 14.1% 10.0% 1.9% 

Beta N/A 0.08 0.17 0.18 

t-statistic N/A 1.4 12.1 4.4 

Volatility 4.7% 13.7% 13.6% 5.0% 

Sharpe 0.73 1.03 0.73 0.38 
*Note: S&P returns are on the index, but regressions are done against the S&P residuals from regressing against MSCI World.  A t-
statistic greater than 2 is normally considered statistically significant. 
 

We should not focus on the low, absolute-return performance of the MFMA “ARP Index” here as this is partly 
due to product construction.  Based on a target volatility of 5%, the index combines a range of premia with low 
expected pairwise correlations, some of which may be directionally aligned in opposite directions (i.e. the 
returns might cancel each other out).   On a risk-adjusted basis, the Sharpe ratios indicate MFMA performed 
better than bonds during the period and were comparable to a strong period for equities.   

When viewed in isolation, the Sharpe ratio of 0.7 can be considered reasonably attractive.  Given their 
performance, we examine whether we want to add them to a balanced or multi-asset portfolio.  

Did bank MFMA ARP generate true alpha? 

Many ARP products are benchmarked to cash.  In theory, programs with long-short factor extremes should 
only be capturing the pure factor premium (the ARP).  However, as shown above, this is difficult to achieve on 
average.  Against traditional cash benchmarks, the bank ARP products performed well with an IR of 0.6.  When 
properly accounting for embedded betas, the bank ARP achieved alpha of 0.5% per annum on an IR of 0.1. 

Table 3: Risk-Adjusted Analysis 

 Vs Cash Vs Embedded Beta 

Information Ratio (IR) 0.63 0.10 

Note: Average cash rate during period was 0.48% (using US 3month cash rate). 
 

Table 4 shows anlaysis of MFMA returns against equities, bonds and the VIX.  Firstly, there is a 50% positive 
correlation with equities and -53% with the VIX.  This is very concerning as ARP are meant to be diversifying.  
Line (ii) shows statistical significance (t-statistics) from our regression of bonds and downmarkets in equities 
agasint MFMA returns.  Line (iii) strips out the impact of the VIX on MSCI World (using regression residuals) and 
re-runs the analysis.  This was done to test the significance of the correlation analysis as to whether MFMA are 
a likely to be a good hedge (i.e. whether they load on equity risk or volatility).   

 

                                                           
10 The S&P 500 is a core component of MSCI World.  To avoid collinearity, the residuals from regressing MSCI World vs S&P were used in the 
analysis above and shown to be not significant once MSCI World was included.  Most ARP require liquid, low-cost markets to work and hence 
are mostly DM focussed.  EMxMSCI residuals separately analysed and were significant but only marginally improved explanatory power – 
consist with ARP being mostly used in DM. 
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Table 4: Multi-Factor ARP Returns Model with VIX and Downmarket Capture* 

t-statistics to VIX MSCI World MSCI World - 
VIX 

MSCI World 
Down 

BarcAg 

(i)   Correlation11 -53% 50% N/A 48% 20% 

(ii)  Bonds & Equities  5.3  -4.3 4.1 

(iii) VIX, Bonds & Equities -9.0  -0.3 -3.9 6.6 
*R-square of 30% and 36% respectively.  Note, we have dropped the S&P from the analysis as it has little meaningful relationship 
with MFMA ARP after accounting for broader moves in global equities. 
 

The results indicate that: 

– MFMA ARP have a significant relationship to the Barclay’s Global Aggregate with a correlation of 20% and 
significant beta, i.e. it has a long bond exposure over time.  This could be somewhat expected as both 
investments draw returns from carry/interest income.  However, as we don’t know the horizon of 
underlying strategies, this relationship could change if we changed the period over which we conducted 
carry ARP. 

– MFMA ARP provides marginal diversification to equities on average with no significant beta after 
accounting for the VIX. 

– Whilst there is positive equity exposure over a cycle, it is primarily due to periods of high volatility.  Most of 
the time the equity exposure is negligible.  That is, ARP strategies are loaded on equity risk by being short 
volatility at the exact times most investors want to be hedged. 

The overall result is disappointing.  If investors are seeking an alternative to expensive valuations in equities or 
bonds, MFMA are not a silver bullet but neither can they be entirely ruled out.  They appear to deliver a very 
modest premium to their required return, with through-cycle diversification but with added complexity and 
undersirable performance during volatile times.  That is, they don’t hedge when the value of diversification is 
paramount. 

Do some ARP strategies work better than others? 

Figure 5 depicts performance of individual bank strategies.  Care should be taken in extrapolating this 
performance as live, long-run performance of non-traditional strategies is not widespread.  Whilst the 
combined MFMA ARP performance might be reasonably low, the individual performance of strategies is 
somewhat mixed.  Over a 5 year period, more than half the strategies had positive performance compared to 
negative average hedge fund returns.  For those seeking hedge fund replication, they at least achieved that 
aim. 

 

 

 

 

 

 

 

 

                                                           
11 Not shown are correlations with downmarkets.  MFMA only have 43% correlation to downmarkets in MSCI and 13% to downmarkets in the 
Barlcays Global Aggregate. 
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Figure 5: ARP Risk/Return by Style and Asset Class (1Yr and 5Yr to Mar-19) 

 
Source: Aggregate data from Wilshire/Mizuho Alternative Investments. 
 

Whilst not encompassing a full cycle, this period still provides a good test of the merits of MFMA ARP as it 
encompassed low sustained volatility, volatility spikes, a change in rates regime and increased need for 
diversification as valuations were stretched and we approached macro-divergence.  Across 36 various factor-
clusters, notable performers are discussed in Table 5 below. 
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Table 5: Recent Notable ARP Performance 

Positive/Prospective ARP Negative Performers 

Commodities ARP: Commodities had reasonable 
return/risk performance which almost matched that 
of the bull run in the S&P500 over the last 5 years.  
They beat MSCI EM during this period (which had 
poorer absolute performance) despite the 
traditional view that commodities benefit from an 
EM tailwind.  Commodities may be worth further 
consideration as they are likely to be diversifying 
and, given the large number of non-financial 
players, they have reasonable economic rationale 
being a “storage cost” model. 

Volatility: Volatility strategies, which try and 
systematically capture the gap in implied-to-realised 
volatility (typically short volatility), have performed 
poorly.  Up until recently, we have witnessed long 
episodes of grinding new lows in volatility where we 
should have expected to make reasonable returns. 
However, big drawdowns from volatility spikes were 
not matched by the premium harvesting.  This is not 
to say they will not perform reasonably on average 
over a cycle but highlights the risks of treating them 
like other systematic income premia.  It may indicate 
the reverse trade, systematic defensive volatility, 
may work better. 

Curve vs Carry:  Curve trades performed better 
than traditional carry.  Carry trades are likely to have 
systematic bias such as funding from JPY and CHF 
which makes them more regime-dependent and 
susceptible to big drawdowns.  Curve trades take 
account of level, slope and curvature of rates.  
Curvature should therefore convey more 
information including speed of convergence of 
rates, hence may be a useful enhancement to simply 
carry strategies. 

Momentum: Momentum is not supported by a 
strong economic model but has historically 
demonstrated good down-market characteristics.  
Unfortunately, it has performed poorly in recent 
years which may be due to crowding (relative to 
other factors there is broader agreement on 
execution) or the fact historical correlations have 
broken down.  

Low Beta: Low beta (on a risk adjusted basis) 
performed consistently well.  This backs up the 
strong academic and realised performance of low-
risk strategies like low-beta and low-vol. 

 

Performance of Asset Manager ARP Strategies 

Similar to the bank ARP performance, figure 6 shows there is a wide range of performance amongst MFMA 
asset managers.  The data indicates investors need to be very good at manager selection.  Whilst this is no 
different to active strategies in equities and fixed income, alpha in those (beta) markets must sum to zero i.e. 
MFMA ARP managers on average are not picking up the predicted tailwind from single factor premia. 

Unfortunately, we did not have target volatility for all the managers so were unable to determine how much of 
this variation was simply due to different risk taking.12  One further difficulty with manager analysis is how little 
live MFMA performance is available for managers beyond 3 years.   

– Like single factor ARP managers, the range of performance narrows with longer horizon.  This confirms 
that manager-provided MFMA ARP also need to be approached with a multi-year horizon.13 

– In contrast to single factor ARP, the average performance of MFMA managers is close to zero with the 
results slightly right-skewed.  This highlights how difficult good execution is in this space. 

 

 
 

 

                                                           
12 Review of realized Sharpe ratios (not shown) indicated risk adjusted returns were similarly varied and averaged close to zero. 
13 This result is like that confirmed by New Zealand Super in their analysis of factor managers discussed below. 
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Figure 6:  Distribution of ARP Manager Returns 

ARP Manager Returns (Ranked on 1 Yr Perf. to Mar-
19) 

 

ARP Performance Histogram (Period to Mar-19) 

 
 

 

Source: eVestment, Bloomberg (Note: Mgr F 3Yr data on left-hand chart from Oct-16 only) 

4. Review of 2018: Not a Hedge 

Due to the relatively recent nature of MFMA ARP, we do not have good representative performance across 
many large downmarkets.  However, we know that simple factor programs can have very long periods (years) 
of underperformance.  MFMA should be no different.  However, our concern is that MFMA are not only modest 
diversifiers but poor hedges.  This was demonstrated in 2018. 

2018 saw modest performance in bonds whilst MSCI World equities had a sizeable correction of over -10% and 
the VIX ended at close to 30.    Whilst no GFC, 2018 was arguably the type of volatile year in which investors 
would reasonably want MFMA to provide some portfolio (hedge-like or diversifying) benefits.  However, Figure 
7 shows performance of many ARP strategies in 2018 was quite poor.   

MFMA bank products delivered approximately -10% for the calender year.  This is disappointing given they: (1) 
have low expected correlations with major asset classes; and (2) have low expected volatility.  This corroborates 
our earlier analysis that whilst ARP are at best modestly diversifying on average, they should not be seen as a 
hedge or replacement for good asset allocation. 

Figure 7: Bank Risk Premia Benchmark Indices 

 
Source: JP Morgan 
 
Figure 8 shows the individual performance of some of the risk premia.  A number of key events, such as VIX 
spiking, tensions in Turkey and the oil sell-off conspired against ARP during the year.  Most of the poor 
performance appeared to be driven by value in equities, energy and credit spreads.  Momentum also 
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performed quite poorly whilst commodities were flat.  Simple, defensive equity strategies performed their job 
very well.  The results highlight the risk that simply combining premia into a MFMA portfolio does not lead to 
better, more diversifying, outcomes.  Targetted exposure based on specific objectives and exisiting positioning 
is likely to be better rewarded. 

Figure 8: Performance of Key Individual Bank Risk Premia (Jan-Dec 2018) 

 
Source: JP Morgan, Global Quantitative & Derivatives Strategy January 2019. 
 

5. Conclusions 

Traditional single factor performance in equities has led to a proliferation of similar products in other asset 
classes.  Combining strategies into a multi-factor/multi-asset program should, in theory, lead to better 
performance with a key promise being the diversification benefits.  We note both single-factor and MFMA ARP 
programs require longer - greater than 1 year, likely at least 3 year – horizons in order to collect this benefit.   

We find that whilst MFMA may demonstrate modest diversification benefits, they are not good hedges.  In fact, 
they demonstrably load risk at the exact times investors value diversifiers most – when volatility rises.  The 
experience of ARP products in 2018 highlights the need to supplement back-test review with spot checks 
testing bottom-up fundamental review of exposures.  Chasing factor diversification can lead to more complex 
processes with hidden and/or unintended exposures.   

The results present a conundrum as it goes against our investment intuition.  How do we reconcile the 
academic and realised results?  Firstly, definition matters.  As there is no “single truth” on how to estimate 
factor-intensity of different ARP, let alone combine them, it is important prospective investors understand how 
their program is to be constructed.  A number of trade-offs are made in the process of creating an investable 
portfolio.   

ARP are likely better used strategically based on single-factors we have confidence in, and that fill a particular 
gap in the portfolio.  In addition to the traditional equity factors, low beta, curve trades (in multi-asset) and 
commodities appear more prospective.  We could, for example, affect a defensive tilt via low-risk ARP (low 
beta/vol) either tactically or as an alternative to cash and treasuries or we could include carry in commodities 
for additional diversification.  Overall, the results demonstrate ARP may supplement good asset allocation in 
times of market stress but are not a replacement. 

 

This paper is an excerpt from a wider research paper written by Schroders. For further information, 
please contact your Schroders Relationship Manager.  

www.schroders.com.au 
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Appendix: Summary of Well-Supported Factors 

Factor Description 

Value The view that securities whose market value appears low relative to some fundamental 
indicator will outperform or mean revert.   
In equities, typically market cap or enterprise value vs earnings, sales, book-vale, EBIT 
or EBITDA.  In credit, comparing actual to some modelled spread using a KMV type 
duration-times-spread model. 
It may be considered a risk premium where value stocks tend to perform more poorly in 
downturns. There may be a behavioural element to the extent underperformers have 
excess selling pressure and growth stocks have excess buying from lottery-ticket like 
investor behaviour. 
 

Quality The view that securities characterised by relatively lower leverage, stable earnings 
growth, earnings quality (e.g. difference in cash and accounting items), ROE or some 
other measure of quality will outperform. 
Driven by investor biases which may favour poorer quality but more exciting (typically 
growth) companies.  May be difficult to motivate on stand-alone but works well with 
other factors such as Value. 
 

Low-Risk The view that securities which demonstrate lower risk characteristics vs other 
benchmark securities have better risk/reward characteristics if not better absolute 
performance.  Risk is typically measured in terms of volatility or beta. 
This is motivated by structural market constraints where most discretionary investors 
have a fixed market benchmark rather than a risk-adjusted one.  In order to outperform 
benchmarks, sufficient investors take excessive risk such that the risk premium for 
higher risk securities is compressed and lower risk securities outperform on a risk 
adjusted basis. 
 

Momentum The view that securities who have had relatively better security price performance vs 
peer group or benchmark will continue to do so. Usually measured over a 6- to 12-
month period. 
This requires a belief that investors are biased to past winners.  Note, this factor has the 
least economic support and relies mostly on empirical evidence only. 
 

Carry Reflects the view that higher yielding assets provide higher total returns than lower 
yielding ones.  In application, has wider a range of definitions dependent on the market 
trades.  For example, it could mean interest rate differentials between currencies, yield 
differentials in bonds, the price differentials between futures contracts of different 
maturities (sometimes called curve trade). 
Carry, like Value, may have both risk and behavioural drivers.  In addition, market 
structure may drive returns (e.g. weight of insurance-motivated derivatives buyers 
creates carry which also compensates for infrequent large losses).   
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Appendix: Factor Performance Requires Long Horizons  

Figure 9: Worst Periods of Equity Factor Underperformance (1973-2016) 

 
 

The diagram shows the worst periods of 
underperformance of equity factors.  We note, 
any single equity factor can underperform by five 
years or more.   
We should reasonably expect premia in other 
asset classes including MFMA to exhibit similar 
characteristics and hence care must be taken 
when focussing on short periods.   

Source: Vanguard 
 

Analysis done by New Zealand Super below shows the net performance of quantitative equity managers in the 
value and low-risk space versus the factor benchmark and the market. US data was used to get the longest 
manager history possible.  The range of outcomes is quite wide over shorter periods and only narrows after 5 
years.  ARP are not suitable for investors with short term horizons. 

 

Figure 10: Equity ARP manager performance over time 

 
Source: New Zealand Super (Value manages assessed on returns, Low-Risk managers assessed on Sharp ratios) 
 

 

Figure 11: Bank MFMA ARP Correlations 

 ARP S&P MSCI World S&P - MSCI BarcAg VIX 

ARP 1.00 0.47 0.50 -0.02 0.20 -0.53 

S&P  1.00 0.96 0.28 -0.06 -0.80 

MSCI World   1.00 0.00 0.06 -0.76 

S&P – MSCI    1.00 -0.41 -0.25 

BarcAg     1.00 0.16 

VIX      1.00 
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Important Information: This article is intended for professional investors and financial advisers only and is not suitable for 
distribution to retail clients. 

Opinions estimates and projections in this article constitute the current judgement of the author(s) as at the date of this article.  
They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 443 274, AFS 
Licence 226473 ("Schroders") or any member of the Schroders Group and are subject to change without notice. 

In preparing this article, we have relied upon and assumed, without independent verification, the accuracy and completeness of all 
information available from public sources or which was otherwise reviewed by us. 

Schroders does not give any warranty as to the accuracy, reliability or completeness of information which is contained in this article. 
Except insofar as liability under any statute cannot be excluded, Schroders and its directors, employees, consultants or any 
company in the Schroders Group do not accept any liability (whether arising in contract, in tort or negligence or otherwise) for any 
error or omission in this article or for any resulting loss or damage (whether direct, indirect, consequential or otherwise) suffered by 
the recipient of this article or any other person. 

This article does not contain, and should not be relied on, as containing any investment, accounting, legal or tax advice.   

You should note that past performance is not a reliable indicator of future performance. 

Schroders may record and monitor telephone calls for security, training and compliance purposes. 

 


