How to evaluate
equity factor products
Once you have decided that employing one or more factors may help achieve your intended investment
objective, you may be ready to begin sorting through the many factor-based products available in the
marketplace. But where to start?
Factor products may perform differently even if they are rules-based, tracking an index and have similar
names that cite a particular factor (e.g. value, momentum, quality).
To help you conduct your due diligence, below is a sample list of product-related questions you should
consider to help guide you through the investment selection process.

Single or multifactor product
Portfolio construction methodology
The design of factor products involves many conscious
decisions by either an index provider or an asset manager.
There is no industry consensus on how to build factor
strategies, and current products can vary considerably.
These questions can help you understand the rationale
for different portfolio construction decisions.
(1) What are the research capabilities of the asset
manager and/or the index provider constructing
the strategy?
________________________________________________
(2)	What is the eligible universe for securities selection
(e.g. US large-capitalisation equity, international
developed markets equity)?
________________________________________________

(3) Constituent selection: What characteristics are used
to screen stocks, and why?
________________________________________________
Review the supporting theory and evidence for
the chosen filter metrics. Were the metrics:
•	Used in leading academic journals?
_____
•	Tested by independent third parties?
_____
•	Developed with sufficient out-of-sample data? _____
•	Screened for potential back-testing biases?
_____
(4)	What is the weighting scheme (e.g. factor/score,
blended factor/capitalisation, equal)?
________________________________________________
(5) What is the methodology for rebalancing?
________________________________________________
(6)	Are there constraints on the degree of concentration
(e.g. stock, sector, turnover, country, market cap)?
________________________________________________
What portion of the eligible universe is screened out?
________________________________________________
(7)	How much and how consistent are the targeted and
incidental factor exposures?
________________________________________________
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Implementation

Multifactor products only

Investors care about returns after all costs are considered.
These questions can help you assess how decisions
about implementing a factor strategy may affect
investment outcomes.

These products require additional due diligence, given
that more active decisions occur when considering
multiple factors in the same strategy.

(1) Does the asset manager have experience with
scalable, rules-based trading strategies?
________________________________________________
(2)		 Is there a degree of trading flexibility?

______

(3) What is the expected turnover?

______

(4) Determine the total cost of ownership.
•	What are the ongoing costs, such as expense ratio
and taxes (if the vehicle is held in a taxable account)?
_______________________________________________
1

•	What

are the transaction costs, such as bid-ask
spreads, entry or exit fees, and premiums/discounts?

_______________________________________________
(5) What is the securities-lending policy?2
________________________________________________

(1)	What is the strategic objective (e.g. excess return,
risk-adjusted return, reduced risk)?
________________________________________________
(2) Which factors are considered, and why?
________________________________________________
(3) What is the weighting scheme among the factors?
________________________________________________
How are the weights for each factor chosen?
• If dynamic or tactical, what is the theory and 			
		 evidence that support the time-varying strategy,
		 and how might it affect diversification and all-in costs?
_______________________________________________
•

•	Is

the strategy constructed using a top-down or 		
bottom-up approach and why?
		 – Top-down: Single-factor strategies are combined.
		 – Bottom-up: Each stock’s exposure to all targeted
factors is included in the formula that determines
whether to buy or sell.
_______________________________________________
(4) What are the factor exposures when blended?
________________________________________________

For more information on factor investments and portfolio construction techniques,
see Douglas M. Grim, Scott N. Pappas, Ravi G. Tolani and Savas Kesidis, 2017.
Equity factor-based investing: A practitioner’s guide. Valley Forge, Pa.: The Vanguard Group.

1 Joel M. Dickson, David T. Kwon and James J. Rowley Jr., 2015. Choosing between ETFs and mutual funds: Strategy, then structure.
Valley Forge, Pa.: The Vanguard Group..
2 Andrew S. Clarke, 2016. Securities lending: Key considerations. Valley Forge, Pa.: The Vanguard Group.
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The contents of this document and any attachments/links contained in
this document are for general information only and are not advice.
Investment involves risks. Past performance is not indicative of future
results. The information does not take into account your specific
investment objectives, financial situation and individual needs and is
not designed as a substitute for professional advice. You should seek
independent professional advice regarding the suitability of an
investment product, taking into account your specific investment
objectives, financial situation and individual needs before making an
investment.
The contents of this document and any attachments/links contained in
this document have been prepared in good faith. Please note that the
information may have become outdated since its publication, and any
information sourced from third parties is not necessarily endorsed by
The Vanguard Group, Inc., and all of its subsidiaries and affiliates
(collectively, the “Vanguard Entities”).
This document contains links to materials which may have been
prepared in the United States and which may have been commissioned
by the Vanguard Entities. They are for your information and reference
only and they may not represent our views. The materials may include
incidental references to products issued by the Vanguard Entities.
The information contained in this document does not constitute an
offer or solicitation and may not be treated as an offer or solicitation in
any jurisdiction where such an offer or solicitation is against the law, or
to anyone to whom it is unlawful to make such an offer or solicitation,
or if the person making the offer or solicitation is not qualified to do so.
The Vanguard Entities may be unable to facilitate investment for you in
any products which may be offered by the Vanguard Group, Inc.
No part of this document or any attachments/links contained in this
document may be reproduced in any form, or referred to in any other
publication, without express written consent from the Vanguard
Entities. Any attachments and any information in the links contained in
this document may not be detached from this document and/or be
separately made available for distribution.
This document is being made available in Hong Kong by Vanguard
Investments Hong Kong Limited (CE No. : AYT820) (“Vanguard Hong
Kong”). The contents of this document have not been reviewed by the
Securities and Futures Commission in Hong Kong. This material is for
distribution to “Professional Investors” (as defined in the Securities and
Futures Ordinance (Cap. 571 of the laws of Hong Kong) and any rules
made under that ordinance) only. It is not intended for and should not
be distributed to, or relied upon, by members of the public or retail
investors in Hong Kong.
Investment involves risks, including the loss of principal. Investors are
advised to consider their own investment objectives and circumstances
in determining the suitability of an investment in the fund(s). Past
performance is not indicative of future performance. If you are in any
doubt, you should seek professional advice.
In Taiwan, Vanguard funds are not registered and may not be sold,
issued or offered. No person or entity in Taiwan has been authorized to
offer, sell, give advice regarding or otherwise intermediate the offering
and sale of any Vanguard funds in Taiwan.
The Vanguard Entities do not make any representation with respect to
the eligibility of any recipients of this document to acquire the shares or
units of any Vanguard financial and investment products therein under
the laws of Korea, including but without limitation the Foreign
Exchange Transaction Act and Regulations thereunder. The shares or

units of any Vanguard financial and investment products have not been
registered under the Financial Investment Services and Capital Markets
Act of Korea, and none of the shares and units of any Vanguard
financial and investment products may be offered, sold or delivered, or
offered or sold to any person for re-offering or resale, directly or
indirectly, in Korea or to any resident of Korea except pursuant to
applicable laws and regulations of Korea.
In Singapore: This document has not been registered as a prospectus
with the Monetary Authority of Singapore. Accordingly, this document
and any other document or material in connection with the offer or
sale, or invitation for subscription or purchase, of shares may not be
circulated or distributed, nor may shares be offered or sold, or be made
the subject of an invitation for subscription or purchase, whether
directly or indirectly, to persons in Singapore other than (i) to an
institutional investor pursuant to Section 304 of the Securities and
Futures Act, Chapter 289 of Singapore (the “SFA”) or (ii) otherwise
pursuant to, and in accordance with the conditions of, any other
applicable provision of the SFA.”
In Brunei: This document relates to a private collective investment
scheme under the Securities Markets Order, 2013 and the regulations
thereunder (“Order”). This document is intended for distribution only to
specific classes of investors as specified in the Order and must not,
therefore, be delivered to, or relied on by, a retail client. The Autoriti
Monetari Brunei Darussalam (“Authority”) is not responsible for
reviewing or verifying any prospectus or other documents in connection
with this collective investment scheme. The Authority has not approved
this document or any other associated documents nor taken any steps
to verify the information set out in this document and has no
responsibility for it. The units to which this document relates may be
illiquid or subject to restrictions on their resale. Prospective purchasers
of the units offered should conduct their own due diligence on the
units.
In Malaysia: No action has been, or will be, taken to comply with
Malaysian laws for making available, offering for subscription or
purchase, or issuing any invitation to subscribe for or purchase or sale
of the shares/units in Malaysia or to persons in Malaysia as the shares/
units are not intended by the issuer to be made available, or made the
subject of any offer or invitation to subscribe or purchase, in Malaysia.
Neither this document nor any document or other material in
connection with the shares/units should be distributed, caused to be
distributed or circulated in Malaysia. No person should make available
or make any invitation or offer or invitation to sell or purchase the
shares/units in Malaysia unless such person takes the necessary action
to comply with Malaysian laws.
In the Philippines: The securities being offered or sold herein have
not been registered with the Securities and Exchange Commission
under the Securities Regulation Code of the Philippines (“Code”). Any
future offer or sale thereof is subject to registration requirements under
the Code unless such offer or sale qualifies as an exempt transaction.
In Thailand: The document has not been approved by the Securities
and Exchange Commission which takes no responsibility for its
contents. No offer to the public to purchase the Shares/Units referred
in the document will be made in Thailand and this document is intended
to be read by the addressee only and must not be passed to, issued to,
or shown to the public generally.
Copyright, trademark and other forms of proprietary rights protect the
contents of this document. You may not copy, publish and/or distribute
any derivative works from the information from this document.
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