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Factor investing 

Factor investing has been around for many decades. It involves targeting quantifiable 
characteristics that can explain investment returns. Each Factor has defining attributes which 
explain its returns and can offer different risk adjusted exposures. Factors can be used to 
change a portfolio’s risk profile or to generate alpha. 

A factor is any characteristic that can explain the risk and return performance of an asset 
(equity or fixed income). Over the last fifty years, research has identified hundreds of factors. 

There are a few basic criteria to define a factor: 

• Have explanatory power 

• Distinguish returns (eg: high value stocks perform differently than those with low value) 

• Represent intuitive market themes or concepts (eg: high quality) 

Some of the most widely used equity Factors include: volatility, yield, momentum, quality, 
value, size. 

When determining which factors to invest in, an investor should make several key 
considerations: 

• Risk appetite 

• Economic cycle 

• Correlations between factors 

• Geographic exposure 

MSCI has identified six factors which demonstrate outperformance in all markets. The Factor 
Spectrum below indicates that Low Volatility, Dividend and Quality Factors have provided 
outperformance for less risk than the broad index from which they were constructed. 

In contrast, Size, Momentum and Value have outperformed, but have a higher risk profile than 
the broad index. 

Factor rotation and the economic cycle 

Not all factors have the same macroeconomic drivers, and therefore some factors will 
outperform others based on inflation, the interest rate environment, and the economic cycle. 
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Smart/Factor Beta – Factors in Changing Economic Conditions 

 Heating Up Goldilocks Slow Growth Stagflation 

World Equal 
Weighted Index 

0.0% 0.4% 0.0% -0.1% 

World 
Dividend 
Index 

-0.1% 0.0% 0.3% 0.2% 

World Low 
Volatility Index* 

-0.5% -0.3% 0.4% 0.4% 

World 
Quality 
Index 

0.1% -0.2% 0.3% 0.3% 

World Enhanced 
Value†

 
0.3% 0.7% 0.1% -0.2% 

Source: MSCI Inc., December 2018 

However, Kevin Gopaul, President of BMO ETFs states that factor or smart beta strategies “shouldn’t be 
predicated on the notion of outperformance. They should be viewed as another tool to manage the exposure 
you want in your portfolio. 

Research continues to understand what drives returns. New Factors emerge after exhaustive research has 
determined the Factor has the following attributes: 

• Proven – robust data set to eliminate reverse engineering 

• Persistent – must be applicable across all markets and endure over time 

• Explainable – numeric proof or foundation supported by rigorous academic research 

• Investable – liquid and scalable 

ETFs are the best tools to implement Factor investing – they can accurately target a Factor by selecting a 
basket of securities through a rules-based methodology, an advanced screening process which eliminates 
subjectivities and thus remains pure and repeatable. ETFs maintain this exposure by rebalancing to ensure the 
securities continue to align with a given Factor. Traditionally, the ability to access Factor exposure was 
associated with active managers in search of elusive Alpha but, Factor or Smart Beta ETFs provide access 
with greater transparency and at a lower cost. 
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BMO Global Asset Management is the top provider of smart beta ETFs in Canada and it offers the largest 
suite of factor ETFs: 
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Any statement that necessarily depends on future events may be a forward-looking statement. Forward-looking statements are not guarantees of 
performance. They involve risks, uncertainties and assumptions. Although such statements are based on assumptions that are believed to be reasonable, 
there can be no assurance that actual results will not differ materially from expectations. Investors are cautioned not to rely unduly on any forward-looking 
statements. In connection with any forward-looking statements, investors should carefully consider the areas of risk described in the most recent simplified 
prospectus. 

The viewpoints expressed by the authors represents their assessment of the markets at the time of publication. Those views are subject to change without 
notice at any time without any kind of notice. The information provided herein does not constitute a solicitation of an offer to buy, or an offer to sell securities 
nor should the information be relied upon as investment advice. Past performance is no guarantee of future results. The statistics in this update are based 
on information believed to be reliable but not guaranteed. This communication is intended for informational purposes only. 

This article is for information purposes. The information contained herein is not, and should not be construed as, investment, tax or legal advice to any party. 
Investments should be evaluated relative to the individual’s investment objectives and professional advice should be obtained with respect to any 
circumstance. 

The BMO ETFs or securities referred to herein are not sponsored, endorsed or promoted by MSCI Inc. (“MSCI”), and MSCI bears no liability with respect to 
any such BMO ETFs or securities or any index on which such BMO ETFs or securities are based. The prospectus of the BMO ETFs contains a more 
detailed description of the limited relationship MSCI has with BMO Asset Management Inc. and any related BMO ETFs. 

Commissions, management fees and expenses all may be associated with investments in exchange traded funds. Please read the ETF Facts or prospectus 
before investing. The indicated rates of return are the historical annual compounded total returns including changes in unit value and reinvestment of all 
dividends or distributions and do not take into account sales, redemption, distribution or optional charges or income taxes payable by any unitholder that 
would have reduced returns. Exchange traded funds are not guaranteed, their values change frequently and past performance may not be repeated. 

For a summary of the risks of an investment in the BMO ETFs, please see the specific risks set out in the prospectus. BMO ETFs trade like stocks, fluctuate 
in market value and may trade at a discount to their net asset value, which may increase the risk of loss. Distributions are not guaranteed and are subject to 
change and/or elimination 

BMO ETFs are managed by BMO Asset Management Inc., which is an investment fund manager and a portfolio manager, and a separate legal entity from 
Bank of Montreal. 

®/™Registered trade-marks/trade-mark of Bank of Montreal, used under licence. 
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