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Multi-Factor Investing: When the 
smarter choice is not choosing

Exposure to a number of different factors can provide better diversification and thus reduce risk. 

The tricky part is you need to make sure your factors are independent from each other. So the 

question is: How do you get your factors right? 
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Source: The Financial Times: “Mystery is part and particle of smart beta”, 3 November 2019. 

Factor investing

The simplest and probably most popularly known 

version of factor investing is single-factor smart beta. 

Through academic and empirical studies, it has been 

shown that the stock market risk and returns can be 

systematically decomposed into contributions from 

multiple factors. In single-factor smart beta strategies, 

factors are individually targeted through alternative 

weighting schemes. This is a departure from the usual 

index market cap weighting and they are constructed 

with the aim of potentially delivering long-term 

outperformance. 

In an expanding ecosystem of factor based products, 

there is a common misconception that factor investing is 

about gaining exposure to a single factor eg size. Multi-

factor investing, on the other hand is a more 

sophisticated version of factor investing. Instead of 

targeting a single factor, multiple factors are combined

in a single strategy, to potentially provide all-weather 

diversified outperformance relative to a benchmark. 

Multi-factor investing once started off with simple blends 

of value and momentum but this has evolved over the 

years with the addition of newer factors and the use of 

cutting-edge portfolio construction techniques that take 

into account factor correlations, country and sector 

risks.

Once considered a niche investment strategy, factor 

investing has rapidly gained momentum to become one 

of the preeminent investment strategies in the 

investment industry. According to Morningstar1, the 

estimated amount of assets invested into factor-based 

funds has risen from $565bn to over $1.2trn within the 

last five years (2015-2019) alone.

What is a factor and how should an investor go about 

choosing between them?
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Understanding factors

In investment terms, a factor is a specific trait of a 

security (ie equity or bond) that is shared amongst 

multiple other securities. Factors drive performance, as 

well as risk that’s embedded in any portfolio. Usually 

this outperformance is result of a mix of behavioural

anomalies that can be exploited and a compensation for 

risk taken by the investor.

Value, Quality, Momentum, Low Risk and Size are five 

tried and tested factors that have been widely adopted 

by investors and have shown the potential to deliver 

higher returns than the market. 

Value is essentially a measure that differentiates 

between “expensive” and “cheap” stocks. These can 

be quantitatively measured for example, through 

looking at fundamental ratios. The most common 

value measures include Book-to-Price and Earnings-

to-Price. Typically, a value strategy seeks to buy 

“cheap” stocks and sell “expensive” stocks.
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The Quality factor focuses on identifying companies 

that generate substantial earnings both efficiently and 

sustainably. Examples of metrics used to identify 

such firms include Return on Equity and Gross 

Profitability. Firms with higher quality are expected to 

outperform.

Momentum is a factor that seeks to identify and 

differentiate stocks/sectors that have risen over the 

past from those that fell. One of the simplest versions 

is to invest in stocks with high returns over the past 

twelve months, as these names are expected to 

continue outperforming in future.

Low Risk distinguishes between stocks based on 

metrics typically used to measure risk like beta and 

volatility. The low beta anomaly is an example of one 

of the strategies that falls within this factor. High beta 

companies, due to structural reasons like shorting 

constraints tend to be overpriced, thus are expected 

to underperform.

Finally, Size distinguishes between large and small 

cap stocks. Small cap stocks are riskier, thus a 

premium is expected to be paid to compensate for 

risk taken for holding them.

Broadly, these five factors can be classified into three 

distinct categories; cyclical (Value and Size), defensive 

(Low Risk and Quality) and dynamic (Momentum). The 

‘Momentum’ factor warrants its own category as it is 

essentially a dynamic factor that oscillates between the 

cyclical and defensive categories depending on the 

market conditions.

Choosing between factors

Perhaps one might feel that the challenge facing 

investors is how to pick a winning factor ie the special 

one capable of consistently outperforming the market. 

However, the reality is that there isn’t such a special 

factor because factors perform differently over time. 

Historically, we see cyclicality in factor performance, 

each of the five factors has taken turns outperforming 

and underperforming the underlying market. To 

illustrate this point, please refer to the chart below which 

covers a twenty-two year time period. As we can see, 

the annual performance of each factor has varied 

significantly in different economic cycles, with some 

factors experiencing periods of underperformance 

relative to the market. By choosing to put all your faith in 

a particular factor, you could be exposed to cycles of 

underperformance which could be hard to stomach, 

even though in the long run, the factor is expected to 

outperform.
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Value Quality Momentum Low Risk Size

1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019

9.98%

14.15% 6.49% 5.16% 6.05% 2.92%

10.18% 5.50% 3.06 5.52% 18.33% 2.99% 11.10% 5.16% 4.21% 13.05% 1.27% 6.56% 6.14% 3.99% 9.52% 6.79%

17.36% 7.03% 4.43% 2.92% 7.09% 4.66% 3.04% 0.90% 10.34% 6.87% 4.26% 3.50% 9.80% 0.55% 0.38% 3.51% 4.86% 0.26% 3.56% 5.82% 0.53%

12.68% 20.27% 2.70% 1.54% 1.83% 6.58% 2.96% 0.35% 0.54% 7.20% 0.41% 2.70% 0.42% 9.44% 0.35% 0.17% 1.53% 4.57% 0.03% 0.35% 3.15% 0.51%

-3.94% -3.51% -5.98% -3.94% -7.73% -2.56% -1.68% -1.58% -1.02% -0.69% -13.61% -0.48% -2.35% -1.75% -7.96% -0.96% -0.54% -3.03% -0.97% -2.05% -1.08%

-5.77% -4.86% -7.85% -4.03% -3.87% -2.66% -2.21% -16.03% -0.98% -3.18% -2.88% -2.57% -3.22% -3.41% -5.03% -3.23% -1.63%

-6.90% -6.06% -11.77% -3.44% -7.67% -5.96%

-16.72%

Simulated data is shown for illustrative purposes only, refers to the past and should not be relied on as 

indication for future returns. 
Source: HSBC Global Asset Management, MSCI as of December 2017. Figures have been calculated using monthly total returns in USD from 30/01/1998 –

31/12//2017 with MSCI World Index, MSCI World Minimum Volatility Index, MSCI World Momentum Index, MSCI World Size Tilt Index, MSCI World Value Weighed 

Index and MSCI World Quality Index.

Simulations are based on Back Testing assuming that the optimisation models and rules in place today are applied to historical data. As with any mathematical 

model that calculates results from inputs, results may vary significantly according to the values inputted. Prospective investors should understand the assumptions 

and evaluate whether they are appropriate for their purposes. Some relevant events or conditions may not have been considered in the assumptions. Actual events 

or conditions may differ materially from assumptions. 
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Mercurial nature

Another layer of complexity in choosing between factors 

is further compounded by the fact that securities are 

mercurial in nature, they may not fit neatly into just one 

factor bucket but could be influenced by a number of 

differing factors. To put it simply, individual securities 

can have multiple (factor) personalities at the same time 

and over a period of time, a prime example would be 

that of a stock having both a high Quality and Low Risk 

exposure. Hence, understanding which different factors 

make a security tick is crucial. 

The underlying differences inherent in the factors, the 

variability of their performance over time and the fickle 

nature of securities aggregate layer upon layer of 

complexity that ultimately weigh down upon an 

investor’s decision making process when choosing 

between factors. The choices between being defensive 

versus dynamic, logical versus emotional, whether to 

pursue long term value versus short term gains or 

positive outcomes versus the avoidance of negative 

outcomes are not easy. 

How does an investor can mitigate this cognitive 

dissonance, the emotional hurdles that come along with 

it and make the best choice between the five different 

factors? The solution we proffer would be to save 

yourself the grief and don’t choose between factors at 

all. 

The Tao of Multi-factor investing

As we have illustrated in the chart, the five common 

factors have underlying differences and their historical 

performances over different periods have too varied 

significantly. Rather than trying to choose one factor 

over the other, why not embrace their differences and 

their potential diversification benefits? 

What gives the multi-factor investment approach a 

potential edge over single factor investing is the fact that 

while single factors such as value, momentum, quality, 

low risk and size have outperformed the broader market 

over the long term, they have historically performed 

differently during different stages of the economic cycle. 

Combining all five factors into one strategy not only 

helps to mitigate the cyclicality in the performance of 

individual factors but could also produce more 

consistent risk-adjusted results than investing in 

standalone factors.
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Factor Purity: Achieving the desired factor exposures

A properly constructed multi-factor investment can help investors better manage risk by replacing emotion-driven 

decisions with systematic research-driven allocation. To do this properly, one needs to first evaluate every security 

in order to determine the exposures of the security to each of the factors. 

With the full picture generated, the next step is analysing how different factors correlate with each other over time ie

how a factor reacts when another factor moves. This is key as you don’t want to be over-exposed to factors that are 

highly correlated or dependent on each other otherwise the benefits of diversification are compromised. To avoid 

this, a sophisticated multi-factor approach evaluates these correlations and constructs the factors to be 

independent from each other.

This is where Factor Purity comes in. Factor purity can be best defined as achieving the desired factor exposures 

without taking on unintended factor exposures and ultimately unintended risks. The essence of investment 

management is the management of risk, not the management of return, as Benjamin Graham once said. That’s 

exactly what a proper multi-factor approach can do for you. Better diversification, lower risk and potentially a higher 

long-term return at a lower cost. 

In this age of uncertainty that we live in, instead of allocating your money to one factor only, you could allocate to all 

of them and potentially achieve the desired factor exposures. 

This is the defining element that will put the “smart bet” in smart beta. 

Important Information

This document is for information only and is not an advertisement, investment recommendation, research, or 

advice. Any views and opinions expressed are subject to change without notice. It does not have regard to the 

specific investment objectives, financial situation, or needs of any specific person. You should seek advice from a 

financial adviser. Investment involves risk. Past performance of the managers and the funds, and any forecasts on 

the economy, stock or bond market, or economic trends that are targeted by the funds, are not indicative of future 

performance. The value of the units of the funds and income accruing to them, if any, may fall or rise and investor 

may not get back the original sum invested. Changes in rates of currency exchange may affect significantly the 

value of the investment. HSBC Global Asset Management (Singapore) Limited (“AMSG”) has based this document 

on information obtained from sources it reasonably believes to be reliable. However, AMSG does not warrant, 

guarantee or represent, expressly or by implication, the accuracy, validity or completeness of such information. 
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