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A Factor-based approach to investing

Factor-based investing means choosing securities for an inclusion in an index based on what
characteristics or factors drive their risk-return behaviour, rather than a particular geography or
sector.

Just like food can be categorised simply by ingredients, it can also be analysed more scientifically
by nutrients. Factors are like the nutrients in an investment portfolio.

What are the main factors?

There is a realm of academic and empirical study behind the key investment factors, but they can
be summarised as follows

The different factors can be summarised as follows:

= Size: smaller capitalisation companies

=  Momentum: companies with upward price trend

» Quality: companies with strong and stable earnings

» Value: companies that are undervalued relative to their fundamentals

= Min Volatility: companies with lower volatility performance characteristics

Which has been the strongest performing factor?

Momentum has been the best performing factor over the last 5 years. Value has been the worst
performing factor.
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Fig.1. World equity factor performance
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A crowded trade?

Data points to Momentum being a “crowded trade”, because of the number of people oerweighting
stocks with momentum characteristics. This level of crowdedness can be an indicator of potential
drawdowns to come.

Fig.2. Momentum Factor is looking increasingly crowded
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Source: MSCI Factor Crowding Model

The best time to buy into a Momentum strategy has been when it is uncrowded — like in 2001 and
2009, which is also true of markets more generally. MSCI's research suggests that with crowding
scores greater than 1 were historically more likely to experience significant drawdowns in
performance over subsequent months than factors with lower crowding scores.
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Fig.3. Factors with higher crowding score can be an indicator of greater potential drawdowns,
relative to less crowded factors

Momentum

00 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020
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Rotation to Value

The value-based approach to investing has delivered lack lustre performance in recent times, hence
strateqists’ calls that there may be a potential “rotation” into Value-oriented strategies in coming
months as the post-COVID world normalises.

But can factors be timed?
Marketing timing, factor timing?

Market timing is notoriously difficult. Factor timing is no different. To get round this, a lot of fund
providers have offered multi-factor strategies, which allocate to factors either statically or
dynamically. Whilst convenient as a catch-all solution, unless factor exposures are dynamically and
actively managed, the exposure to all factors in aggregate will be similar to overall market exposure.
This has led to a |oss of confidence and conviction in statically weighted multi-factor funds.
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https://www.bloomberg.com/news/articles/2020-11-09/momentum-trade-plunges-the-most-on-record-in-rotation-frenzy
https://www.bloomberg.com/news/videos/2020-11-13/positioning-for-large-rotation-out-of-growth-into-value-stocks-jpmorgan-says-video
https://www.ft.com/content/4aaa669c-5666-4d1f-b1ce-1ff3dbdd9582
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Summary
Factors help break down and isolate the core drivers of risk and return.

» Factor investing looks at the “nutrients” of investment

»  Static "catch-all” approach to multi-factor investing has clear constraints, so a more dynamic
approach makes sense

= Factors can get crowded, but factor allocation is hard to time

For more on Factor investing, see

https://www.elstonsolutions.co.uk/insights/category/factor-investing

For more insights and information on research, portfolios and indices, visit:

Find out more

www.elstonsolutions.co.uk or NH ETF<Go>

www.elstonsolutions.co.uk
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ABOUT ELSTON

We research, design and build investment solutions with and for asset owners, managers
and advisers.

Our Research & CPD focuses on multi-asset strategies, index funds and ETFs.

NOTICES

With reference to the European Union Directive 2014/65/EU on markets in financial instruments (“MiFID 1I"): this Report
does not provide a recommendation for an action, provides information freely available for public consumption and does
not therefore constitute “Research” as defined by MIFID Il This is because this report contains purely factual information
on one or several financial instruments or issuers and does not explicitly or implicitly recommend or suggest an investment
strategy. It does not therefore constitute an investment recommendation as defined within the meaning of Article 3(1)(35)
of EU Markets Abuse Regulation ("MAR"), in conjunction with Article 3(1)(34) of MAR. For further information, please refer
to ESMA guidance ESMA70-145-111 Version 12.

With reference to the European Union's Market Abuse Regulation (Regulation (EU) 596/2014): we warrant that the
information in this report is presented objectively, and the following commercial interests are hereby disclosed: Elston
Consulting Limited creates research portfolios and administers indices that may or may not be referenced in this report.
If referenced, this is clearly designated and is to raise awareness and provide purely factual information as regards these
portfolios and/or indices.

An “Index Portfolio” is not a regulated benchmark but a research portfolio of index-tracking investments with a periodic
rebalancing scheme.

All company, product and service names and trademarks used in this article are for identification purposes only and are
the property of their respective owners, and their usage does not imply endorsement.

This document is not an advertisement or financial promotion. It is provided for informational purposes only and is not
intended to be an offer or solicitation, or the basis for any contract to purchase or sell any security or other instrument,
or for Elston Consulting Limited to enter into or arrange any type of transaction as a consequence of any information
contained herein.

This document is issued by Elston Consulting Limited registered in England & Wales, registration number 07125478,
registered office: 42 Brook Street, London W1K 5DB.

© Elston Consulting Limited. All rights reserved No unauthorised reproduction.
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