Quant investing

'All factor strategies go
through long periods of

poor performance’
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Factor investing requires a long-term perspective

Talking about a demise of factors seems premature

Active managers can add value through intelligent design

Larry Swedroe is Chief Research Officer at Buckingham
Strategic Wealth and a well-known financial
commentator. He has authored and co-authored more
than 15 books on investing. We talked with him about
some of the most recent developments in the field of
factor investing and the challenges active managers are
currently faced with.

You have long been a factor investing advocate. But, after
years of rapid adoption, factor strategies seem to be going
through a rougher patch. This seems partly due to the
recent streak of poor performance of some key factors.
What's your take on this?

“What I've learned in 25 years of working with both
individual and institutional investors is that when it comes
to judging the performance of a strategy, they think three
years is a long time, five years is a very long time and 10
years is an eternity. We know that's true, not just based on
anecdotal evidence, but also on investment flow patterns
and studies on pension plans and endowments.”

“I've sat on the boards of public companies and their
investment policy committees for their pension plans. And

they typically have a three-year cycle to evaluate a fund.
And I've even seen them hire and fire passively managed
funds after three years, when the whole purpose was just to
match the benchmark.”

“Financial economists, on the other hand, take a very
different view. They would view even 10 years as likely
nothing more than noise, when gathering the necessary
evidence to be able to consider a factor premium — using
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the language I use in my book on factor investing —
persistent, pervasive, robust, implementable, and intuitive.”

Could you give us an illustration?

“The best example | can cite is that you can ‘data-mine” and
find a 40-year period, from 1969 to 2008, during which
small and large cap growth stocks underperformed long-
term US Treasuries. That's 40 years you'll look back on, and
you had much higher volatility and lower returns. So, are
you now going to abandon your belief in investing and
market beta? I would hope not.”

“We know that all factor-based investment strategies go
through long periods of poor performance, and should be
expected to, just by the simple math of looking at the
premium and the standard deviation of that premium. The
odds are always there, over a 20-year period for the equity
premium. Japan is a perfect example: we're now 30 years
out with no market premium.”
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ask spreads and commissions have collapsed. That means
investors are capturing a larger share of the market's
returns. So, that means the premium should shrink and
market beta should shrink because investors are willing to
pay a higher price as they're getting a larger share of the
return.”

“People think that factors are expensive to invest in. Well,
that really isn't true anymore. And so my view is: yes, factor
premiums are likely smaller than we've seen in the
literature, although | would argue that today’s value
premium may have been restored to historical levels
because of how poorly it's done over the last two years.”

“One more thing on the specific case of value. People talk
about value having underperformed for a decade now. But
that's not true. If you look at the data through, say, 2016,
value did not underperform. Performance has been really
bad only over the last few years. Now, because it's done so
poorly, especially in the last 12 to 15 months, that's made
the entire decade look bad.”

“Finally, something I think Robeco has written about:

‘It should be no surprise that people are saying
value is dead. We already heard this in the 1990s,
when people were making fun of Warren Buffett’

people talk about all the flows going into low volatility ETFs.
Well, there's just as much money going into high volatility
ETFs. The same applies for value versus growth ETFs, with all
the many different sector bets. And if that accusation were

“So, it should be absolutely no surprise that people are
saying value is dead. We already heard this in the 1990s,
when people were making fun of Warren Buffett and
saying: ‘You know, he's just an old fuddy duddy’. Then, of
course, in 2000 we began one of the largest runs for value
ever.

“It should also come as no surprise that the publication of
research on a given factor leads to a reduction in its
premium. That can certainly be the case. However, lots of
other things are happening, which should logically lead to a
reduction in premiums for all factors.”

What kind of things exactly?

“| have written pieces on this, but let me mention a few .
Before the 1930s, there was no SEC, not long before that no
Federal Reserve. And regulations are now far superior. We
have far fewer cases of fraud, although we have not
eliminated them. So, investing is less risky. The Federal
Reserve has learned from history, and we now have far
lower economic volatility than we ever had before.”

“This is true around the globe. On top of that,
implementation costs are much lower. Trading costs, bid-
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true, then value should have outperformed and the spreads
between prices should have narrowed, but they've widened
dramatically. Not a little bit, but dramatically.”

So, in your view, there is no risk that the factor premiums
might end up being arbitraged away?

“I wouldn't say no risk. But | would say it this way: some
factors, like momentum and quality, are basically
behavioral stories. You can't make a solid argument to me
—at least, | haven't heard one — that these are risk factors.
But then you have other factors, like small and value, that
tend to have at least some risk-based explanations, and you
can't arbitrage risk away. Now cash flows coming in after
discovery and publication in academic journals can lead
premiums to shrink, but you can never arbitrage the risk
away.

OK. So we've talked about small, value, momentum and
quality, but what about the low risk factor? Would you
recommend low volatility investing?

“That’s a tough question. I'm more on the fence about that
one. I think there's some interesting evidence on both sides
of the argument. I think it's not the stocks with the lowest
volatility that perform the best. Socks in middle deciles



usually achieve higher returns. That said, the highly volatile
stocks are god awful.”

“Inthe end, when you look at volatility and returns, you get
this little humpback curve, which is different from all the
other common factors, for which you basically have a linear
relationship between factor exposure and expected returns.
In the case of value or size, for example, the tenth decile
portfolio has the highest expected returns. This isn't true for
the low volatility factor.”

“So, while it looks like there’s some pretty good explanatory
power of other factors once you add in the term premium,
which is logical because low volatility stocks are more bond-
like. That's why they're low risk. Therefore it's logical that
the term premium should play a role there.”

“Low volatility stocks can also be value stocks. However, low
volatility only has a premium when markets are in value
regime, which happens about two-thirds of the time. Low
volatility is always a predictor of value. But it's not a
predictor of excess returns. When you're in a growth
regime, which we are in now, value predicts low volatility
but below market returns.”

“A simple way to address that problem is not to invest in
low volatility stocks, but rather avoid investing in high
volatility one: just screen them out. For those who really
want to be low volatility investors but still want to avoid
lagging in a growth regime, one thing they can do is to just
adjust their market beta to lower volatility.”

‘The long-term evidence on the low volatility
factor looks pretty convincing. That's why we
included it in our book on factor investing.’

‘Having said that, the long-term empirical evidence on the
low volatility factor looks pretty convincing. That's why we
decided to include it in our book on factor investing. And
although I wouldn't necessarily recommend its use, | don't
have any big objection to it.”

Now, a more practical question. You have also long been
an advocate of low-cost broad indexing strategies. Is there
any room left for active managers, including active factor
managers?

“Some years ago, | co-authored a book titled The Incredible
Shrinking Alpha. In that book, we laid out the case that
active managers’ ability to deliver alpha is rapidly
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deteriorating and will continue to deteriorate.”

“When Charles Ellis wrote his book, Winning the Loser's
Game, 20 years ago, around 20% of active managers were
generating statistically significant alpha. In recent years,
that number has come down to 2%, or less. And all the
trends we see lead us to believe things are only going to get
tougher for traditional active managers. | think their
problems really come from three big issues.”

“The first issue is that the academic world has been
converting what was once alpha into beta. Things such as
value, size, quality or low volatility investing were once
considered hedge fund-type of active strategies. As an
active manager, you used to be able to claim alpha if you
were exposed to low volatility, value, momentum or
quality. And now you can't. We know it's just factors.”

“The second issue is that, for example, when | got out of
school after my MBA program, trained to be a security
analyst, there were only very few of us. | was one of the first
people in the late ‘60s, early ‘70s to take a corporate
finance program. Before that, you had to turn to
accounting or economics, because there was almost no
field of finance until basically the mid to late ‘60s, when the
CAPM was made available.”

“Who was the default security analyst back then? Well,
often some English Literature major who had joined a firm
and been trained. Today, pretty much all money managers
have a ‘quant” with a PhD in nuclear physics, or statistics, or
whatever. These people know the research and they're
armed with massive databases and computers and ‘pipes’
that get them to trade faster. Competition has become very
tough.”

“The third issue is that 70 years ago, 90% of trading was
done by dummy retail investors. Now it's 10% at best. So,
who's left to exploit? You've got to exploit a dummy. Now,
when Goldman Sachs trades, they are probably trading
against Robeco. Well. I dont know who's smarter. If
somebody is trading with you, both of you can't be right
even though you're both smart.”

So, what’s your conclusion then?

“It's not the absolute level of skill that matters, it's the
relative skill. So that's the big problem for active managers.
I'm not saying it's impossible to outperform. It might be
luck, it might be skill. There might be some anomaly to
discover, although as soon as you discover it, someone else
will reverse-engineer it, and that advantage likely won't last
very long.”



“Or, imagine an investment firm that discovered something
and you've got someone who works there. Five years later,
that person could say, 'You know what? | want to go out on
my own’. And that person could take away a team of
people to replicate what they were doing in the previous
firm. All a of sudden, that firm’s advantage is gone. We
know these things happen.”

“It's a creative destruction process. So, because more and
more people will discover that the best way is to invest
systematically — not necessarily through index funds but
using rules-based portfolios — more people will abandon
traditional active management. And who's going to quit?
The less skilled or the more skilled? The less skilled. And that
means the competition will get even tougher.”

“And that means the number of people who succeed will
shrink until you're left with, say, the 50 best money
managers in the world all competing with each other.
Obviously, we're still far away from this. But the evidence is
pretty clear: it'll be very difficult to outperform through
traditional stock picking or market timing.”

OK. But active management goes beyond traditional stock
picking. | would also include active factor management.

“When | talk about active management, | usually mean
using individual security selection judgment, market timing
by judgment, things you can't replicate. That's how | define
it. Then, there are asset managers that follow a rules-based
implementation process but that are active in their portfolio
construction.”

“So while I agree, that's not what | call active investment
management, | call that systematic investment
management. Were the management team to leave,
someone else knowing the rules could run it, and you'd
basically get the same investment results. Also, bear in
mind that, even with passive, you can be very active, in
defining your universe or choosing a portfolio’s construction
rules.”
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"“Of course, | believe some significant benefits can still be
added through intelligent design, which can provide higher
loadings on factors. Also, I think all public indices, except
total market indices, are certainly dumb. So you shouldn’t
index because you trade off a goal of tracking error,
minimizing it for a higher trading cost, for example, or
being set up to be exploited by arbitrageurs. So here’s
where intelligent design can add some value on the
margins, | believe.”

As part of your work, you get to read and review vast
amounts of research. What are your favorite sources? How
do you choose them?

“I mostly use the SSRN website, to see if there's anything
I'm interested in reading. | check it pretty much every day
unless I'm travelling. Then I'll read research and determine
if there's anything that others would be interested in
reading. And the skill that I bring to the table is the ability to
take a 70-page dense academic paper and turn it into
something that's much more readable, that explains the
research and its implications for investors.”

“What I also try to do is to connect the dots with other
papers, see if researchers agree or disagree with each
other, so people can make their own judgments as well. |
do some empirical research myself, but limited. And I try to
bring to the masses what’s being produced by others with
far more resources.”

I believe some significant benefits can still be
added through intelligent design, which can
provide higher loadings on factors’

Yes. But that does not mean there isnt room for active
management, right?
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