Insights on Exchange-Traded Funds
Winter 2020

Factor investing: It’s a jungle out there,
but it doesn’t have to be
Challenges of strategic beta
Key takeaways:

The world of strategic beta can be quite confusing for
investors and advisors. Today, there are over 700 strategic
beta ETFs (see Exhibit 1). Roughly 80% of them can be
considered factor-based strategies. This large number
has created a “factor jungle” for advisors to navigate.

• Strategic beta is becoming a channel for factor
investing.

• Identifying factor tilts in strategic beta ETFs
provides a new method for analyzing ETFs.

Strategic beta ETFs are increasingly being viewed
as a way to gain factor exposures. The lines between
active and passive investing have become blurred as
portfolios can now be constructed by overweighting
or underweighting to a variety of factors.

Evaluating strategic beta ETFs doesn’t have to be difficult.
In this article, we will discuss tools we’ve found very
helpful in revealing the underlying factor exposures in
ETFs. We believe that knowing what factor exposures are
in a strategic beta ETF and understanding how they are
expected to perform in different market environments
is important when building an investment portfolio.

of an ETF’s factor exposures.

• Factor awareness can help advisors select the
right strategic beta ETFs for integration into
client portfolios.

Exhibit 1: Proliferation of strategic beta ETFs
In the following chart, we can see that the number of
strategic beta ETFs has grown significantly over the past
19 years.
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As we travel throughout the country and meet with
advisors, we are clearly seeing strong adoption and
enthusiasm for ETFs. We also find that advisors have
challenges evaluating and comparing strategic beta ETFs.
With hundreds of products to choose from, advisors may
find themselves bombarded with newer and increasingly
complex strategies that have very little history. There is
no standard playbook for evaluating and comparing
strategic beta ETFs. For many advisors, this process
begins with reading provider materials and then
comparing an ETF’s portfolio and historical performance.
These are reasonable first steps, but they may not result
in clear conclusions.

• Tools exist to help understand the magnitude
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What are factors?

Exhibit 2: Six common investment factors

Factors are basically attributes that drive the
return and risk profile of a fund. For example,
the momentum factor describes the portfolio
characteristic of outperforming in an environment
of rising stock prices. In the case of index funds,
factors are often the output or result of the fund’s
underlying index methodology. Keep in mind that
all ETFs, including cap-weighted, have factor
exposures—whether the strategy intentionally
targets them or not.
Identifying factors and factor tilts in ETFs has been
recognized as an effective method of categorizing
funds for comparison. A fund’s factor exposures
can also be key contributors to diversified portfolio
construction. They allow advisors to move beyond
traditional measures of size and style and into
more differentiated attributes.
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Identifying factors
Identifying and defining factors can vary
depending on the asset manager and index
provider. Quality, for example, can be defined
using a multitude of different measures. It’s useful
to have a standard definition of factors from an
independent third party when evaluating fund
strategies. MSCI’s Factor Classification Standards
(FaCS) is an example of a framework that does
just that, in a simple, straightforward, and
digestible manner.
MSCI, via FaCS, offers a standardized approach
and framework for identifying and analyzing
factors. Akin to how the Global Industry
Classification Standards (GICS) sets standards
for the company’s industry categorization, FaCS
offers standards for fund factors.
The ETF industry has widely identified six common
investment factors found in ETFs: value, low
size, momentum, quality, yield, and low volatility
(see Exhibit 2). The majority of single-factor and
multi-factor ETFs today focus on one or more
from these core factor groups. In other words,
strategic beta can largely be viewed as a conduit
for delivering one or more of these six factors.
MSCI has also developed an illustrative standard
graphic that displays factor exposures called
the MSCI Factor Box. Its straightforward visuals
illustrate the direction and magnitude of an
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Exhibit 3: SCHD factor exposures1
The MSCI Factor Box highlights the Schwab U.S. Dividend
Equity ETF’s (SCHD) heavy factor tilt toward quality and yield.
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Schwab U.S. Dividend Equity ETF (SCHD)

MSCI FaCS provides absolute factor exposure relative to a broad global index: MSCI ACWI IMI.2 Neutral
factor exposure (FaCS = 0) represents MSCI ACWI IMI.
MSCI Factor Box data as of 9/30/19

ETF’s factor exposures. By viewing an ETF’s factor
tilts in the MSCI Factor Box, advisors can assess
some important questions, such as, “Does the
fund deliver what it describes in its name or slated
strategy?” Or, “Does the fund have the attributes
that match your portfolio’s objectives?”

Exhibit 4: GSLC & SPY
In the example below, you can see the Goldman Sachs ActiveBeta
U.S. Large Cap ETF (GSLC) was the most overweight to the
momentum and quality factors.
Underweight

As an example, let’s take a look at the factor
exposures of the Schwab U.S. Dividend Equity
ETF (SCHD; see Exhibit 3). SCHD’s index places
an emphasis on dividend quality and yield through
fundamental screens. As the factor box shows,
SCHD has a heavy overweight to the quality and
yield factors.
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Selecting strategic beta ETFs

LOW VOLATILITY

Traditionally, portfolio diversification was achieved
through combining different asset classes. By
identifying and managing factor exposures
among strategic beta ETFs, another level of
portfolio diversification can be achieved within
the asset classes.

GROWTH

Looking at fund factor exposures is key in selecting
the right strategic beta ETFs, based on your client’s
existing exposures in their portfolio. For example,
if your client is looking for a strategic beta ETF
to complement existing cap-weighted ETFs, it’s
important to understand the existing factors and
those of the potential strategic beta ETFs. If you pair
a strategic beta ETF with a cap-weighted ETF that
has similar factor exposures, there may be fewer
diversification benefits.
As an example, the Goldman Sachs ActiveBeta U.S.
Large Cap Equity ETF3 (GSLC) targets four factors:
value, momentum, quality, and low volatility. When
comparing GSLC to the SPDR S&P 500 ETF Trust4
(SPY), you can see the magnitude of GSLC’s factor
exposures relative to SPY. In this example, as of the
end of Q3 2019, GSLC provided slightly enhanced
momentum and quality exposures, though its value
exposure seemed to be similar to SPY. GSLC also
exhibited an underweight to the low-volatility factor,
along with SPY (see Exhibit 4).
Now let’s take a look at the Schwab Fundamental
U.S. Large Company Index ETF5 (FNDX). As the
factor box shows, FNDX had significantly different
and thus complementary factor exposures to SPY
(see Exhibit 5). Specifically, FNDX enhanced value
and yield factor exposures relative to SPY.
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SPDR S&P 500 ETF Trust (SPY)
MSCI FaCS provides absolute factor exposure relative to a broad global index: MSCI ACWI IMI.2 Neutral
factor exposure (FaCS = 0) represents MSCI ACWI IMI.
MSCI Factor Box data as of 9/30/19

Exhibit 5: FNDX & SPY
In the example below, you can see the factor diversification
obtained by combining SPY with the Schwab Fundamental U.S.
Large Company Index ETF (FNDX).
Underweight

Overweight

VALUE
LOW SIZE
MOMENTUM
QUALITY
YIELD
LOW VOLATILITY
GROWTH
LIQUIDITY

-1.0

-0.5

0.0

0.5

1.0

Schwab Fundamental U.S. Large Company Index ETF (FNDX)
SPDR S&P 500 ETF Trust (SPY)
MSCI FaCS provides absolute factor exposure relative to a broad global index: MSCI ACWI IMI.2 Neutral
factor exposure (FaCS = 0) represents MSCI ACWI IMI.
MSCI Factor Box data as of 9/30/19

3

Summary
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NOT FDIC-INSURED • NO BANK GUARANTEE • MAY LOSE VALUE

Investors should consider carefully information contained in the prospectus, or if available, the summary prospectus,
including investment objectives, risks, charges and expenses. Please read it carefully before investing.
1

F actor definitions, sourced from MSCI Factor Classification Standards (FaCS): Value—relatively inexpensive stocks; Low Size—smaller companies; Momentum—rising stocks; Quality—sound balance
sheets; Yield—cash flow paid out; Low Volatility—lower risk stocks; Growth—earnings and revenue potential; Liquidity—relative trading volume.
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 SCI All Country World Index Investable Market Index is a market capitalization weighted index designed to provide broad exposure to global equities. MSCI ACWI IMI includes large-, mid-, and
M
small-cap stocks from developed and emerging markets, excluding frontier markets.

3

T he Goldman Sachs ActiveBeta U.S. Large Cap Equity ETF (GSLC) was the largest multi-factor ETF by assets, based on Morningstar’s multi-factor strategic beta category as of 9/30/19. GSLC aims to
track the Goldman Sachs ActiveBeta U.S. Large Cap Equity Index, a multi-factor index that targets four factors: value, quality, momentum and low volatility.
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T he SPDR S&P 500 ETF Trust (SPY) was the largest U.S. large cap equity ETF by assets, based on Morningstar’s large blend category, as of 9/30/2019. SPY aims to track the S&P 500 Index, a marketcap weighted index of 500 U.S. stocks selected by the S&P committee.
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FNDX is the largest ETF tracking the Research Affiliates Fundamental Index (RAFI), based on assets, as of 9/30/19.

Investment comparisons are for illustrative purposes only and not meant to be all-inclusive. To better understand the similarities and differences between investments, including investment
objectives, risks, fees, and expenses, it is important to read the products’ prospectuses.
Investment returns will ﬂuctuate and are subject to market volatility, so an investor’s shares, when redeemed or sold, may be worth more or less than their original cost. Unlike mutual funds, shares
of ETFs are not individually redeemable directly with the ETF. Shares of ETFs are bought and sold at market price, which may be higher or lower than the net asset value (NAV).
Diversiﬁcation and asset allocation strategies do not ensure a proﬁt and do not protect against losses in declining markets.
The opinions expressed are not intended to serve as investment advice, tax advice, a recommendation, offer, or solicitation to buy or sell any securities; or a recommendation regarding speciﬁc
investment strategies. Information and data provided have been obtained from sources deemed reliable, but are not guaranteed. Charles Schwab Investment Management, Inc., makes no
representation about the accuracy of the information contained herein or its appropriateness for any given situation.
Based on MSCI FaCS. The MSCI FaCS information may only be used for your internal use, may not be reproduced or redisseminated in any form and may not be used as a basis for or a component of
any financial instruments or products or indices. None of the MSCI FaCS information is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of
investment decision and may not be relied on as such. Historical data and analysis should not be taken as an indication or guarantee of any future performance analysis, forecast or prediction. The
MSCI FaCS information is provided on an “as is” basis and the user of this information assumes the entire risk of any use made of this information. MSCI Inc., its affiliates and each person or entity
involved in or related to compiling, computing or creating any MSCI FaCS information (collectively, the “MSCI Parties”) expressly disclaims all warranties (including, without limitation, any warranties
of originality, accuracy, completeness, timeliness, non-infringement, merchantability and fitness for a particular purpose) with respect to this information. Without limiting any of the foregoing, in no
event shall any of the MSCI Parties have any liability for any direct, indirect, special, incidental, punitive, consequential (including, without limitation, lost profits) or any other damages.
Charles Schwab Investment Management, Inc. (CSIM) is the investment advisor for Schwab ETFs. Schwab ETFs are distributed by SEI Investments Distribution Co. (SIDCO). SIDCO is not affiliated with CSIM.
Past performance does not guarantee future returns.
Some of the statements in this document may be forward looking and contain certain risks and uncertainties.
The views expressed are subject to change without notice based on economic, market, and other conditions.
©2020 Charles Schwab Investment Management, Inc. All rights reserved.
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