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RISK FACTORS HELP US TO UNDERSTAND 

THE MARKET 

Risk factors help explain systematic return patterns in the 
equity market and in other asset classes.

for holding equities rather than less risky assets. An investor 

market portfolio of stocks. 

sources of return in the equity markets than simply the 

momentum and their historical riskiness.

other factors.

Smart beta = market beta + alternative risk premia

Factor investing means the attempt to capture particular 

a portfolio that gives you exposure to a range of risk factors. 

performance of portfolios.

FACTOR INVESTING IS A SUBSET OF SMART BETA

capitalisation—companies’ individual stock market footprint.

Risk factor investing is growing in 
popularity, but there’s a risk of getting lost 
in the factor “zoo”. In this Expert Opinion 
Thierry Roncalli, Head of Quantitative 
Research at Lyxor Asset Management, 
explains the concept of risk factors and 
distinguishes between facts and commonly 

FACTORS AND ACTIVE MANAGEMENT

past performance of traditional active managers seems to 

as size and momentum.

idiosyncratic risks.

DON’T GET LOST IN THE FACTOR ZOO

explain stock returns. 

and quality. 
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and the quality factor represents the performance of a 

Cumulative Number of Factors

empirical evidence for the existence of a factor and that there 

LYXOR’S FIVE-FACTOR FRAMEWORK 

those alternative risk premia that have solid theoretical 

Risk factor solutions
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FACTOR APPROACHES WORK BEST REGIONALLY

Our research suggests that factor investment approaches work best in a regional context.

Value Factor Returns by Region.

factor is a return stream associated with less risky stocks and 
the quality factor represents the performance of a subset of 
more defensive stocks.

But statistical analysis can be and has been used to claim the 
existence of more and more factors. In fact John Cochrane, 
president of the American Finance Association, has recently 
referred to a “zoo” of factors. We recently counted around 
250 in published academic papers, and their number has 
been increasing exponentially.

To avoid getting lost in the factor zoo—so as not to be 
misled by spurious correlations—we think that there should 
be solid empirical evidence for the existence of a factor and 

its existence.

LYXOR’S FIVE-FACTOR FRAMEWORK 

Lyxor’s equity market factor framework focuses on 
those alternative risk premia that have solid theoretical 
support and which are backed by empirical evidence. The 

French factors of value and size we include momentum, 
low volatility and quality.

CHANGER LOW VOL BY LOW RISK

Risk factor solutions
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FACTOR APPROACHES WORK BEST REGIONALLY

Our research suggests that factor investment approaches work best in a regional context. Value Factor Returns by Region 

Source: Lyxor Asset Managemen and Kenneth French data library. The charts show the returns of the Fama-French HML (High minus Low book-to-market ratio) 

factor in the respective geographical regions between 1995-2013 (1/1/95=100).
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Size Factor Returns by Region

factor is a return stream associated with less risky stocks and 
the quality factor represents the performance of a subset of 
more defensive stocks.

But statistical analysis can be and has been used to claim the 
existence of more and more factors. In fact John Cochrane, 
president of the American Finance Association, has recently 
referred to a “zoo” of factors. We recently counted around 
250 in published academic papers, and their number has 
been increasing exponentially.

To avoid getting lost in the factor zoo—so as not to be 
misled by spurious correlations—we think that there should 
be solid empirical evidence for the existence of a factor and 

its existence.

LYXOR’S FIVE-FACTOR FRAMEWORK 

Lyxor’s equity market factor framework focuses on 
those alternative risk premia that have solid theoretical 
support and which are backed by empirical evidence. The 

French factors of value and size we include momentum, 
low volatility and quality.

CHANGER LOW VOL BY LOW RISK

Risk factor solutions
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FACTOR APPROACHES WORK BEST REGIONALLY

Our research suggests that factor investment approaches work best in a regional context. Value Factor Returns by Region 

Source: Lyxor Asset Managemen and Kenneth French data library. The charts show the returns of the Fama-French HML (High minus Low book-to-market ratio) 

factor in the respective geographical regions between 1995-2013 (1/1/95=100).
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 It ’s important to point out that there is 

THE EXPLANATORY POWER OF FACTORS VARIES

alternative factors like value and size to explain market returns 

and size stocks moved very much in unison during the period 

across factors in a portfolio.

THE VALUE FACTOR HAS TWO COMPONENTS

defensive stocks that are likely to underperform in a rising 

in a recovery1

complementary for a portfolio investor.

FACTOR STRATEGIES MUST TAKE INTO ACCOUNT 
LIQUIDITY AND CAPACITY

investors. Any investment portfolio that deviates from the 

incremental costs as a result of additional turnover.

It’s important to point out that there is diversity amongst factor 
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all hold the same stocks in the same proportions.

ALLOCATING EQUALLY ACROSS FACTORS CAN GIVE 
POWERFUL RESULTS

One of the principal reasons for the rising interest in factor 
investing is that diversifying across factors appears to give 

Value Quality LowVol Size Momentum Index

R 13.14% 11.32% 11.90% 13.96% 10.70% 9.16%

Vol 17.58% 11.99% 14.59% 20.30% 17.17% 16.84%

Sharpe 0.64 0.78 0.68 0.59 0.51 0.43

TE 10.92% 11.83% 4.67% 7.10% 7.55% -

IR 0.33 0.17 0.54 0.62 0.19 -

DD -64.85% -37.99% -55.19% -62.55% -57.58% -57.82%

WM -19.35% -7.35% -19.34% -23.89% -16.96% -18.96%

variance. 

FACTORS SHOULD BE USED SENSIBLY

MOVING FROM THEORY TO PRACTICE

more tactical investment positions.

in portfolios.
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