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Overview

In Contrarian Factor Timing Is Deceptively Difficult, published in a 2017 special 
issue of The Journal of Portfolio Management, Cliff Asness, Swati Chandra, Antti 
Ilmanen, and Ronen Israel  of AQR Capital Management address two of the most 
heated questions for today’s factor investors: how expensive are the most popular 
factors now and should we seek time exposure to them?

Their analysis covers the value, momentum, and defensive factors, also known as style 
premia, and reveals that while some of these factors are cheaper or richer compared to 
their historical norms, none of them are at extremes. They also do not find any robust 
evidence that value-based factor timing can deliver meaningful outperformance.

Practical Applications

• The growing popularity of factor investing has not led to a steady richening
of factors that some might expect. The value and momentum factors do not
appear expensive today in comparison with historical averages. While the
low-beta factor is somewhat rich compared to history, it is not overly so. Further, a
diversified basket of factors is not overvalued either.

• Timing exposure to factors based on their valuations does not meaningfully
improve either returns or risk-adjusted returns. Although initial correlations
between valuations and subsequent returns seem “mildly promising,” testing these
naïve correlations through a simulation of hypothetical contrarian trading strategies
tends to give disappointing results.

• Value timing may have more success with single-factor portfolios than with
multi-factor portfolios that include value. As valuation-based timing is highly
correlated to the regular value factor, value timing adds a value exposure that
provides helpful diversification to single-factor portfolios, but it is of little benefit
to a portfolio that already contains a value factor. The diversified multi-factor
portfolio presents a higher bar to beat.

Practical Applications Report

Two central questions for today’s factor investors are: how expensive are the most 
popular factors now and should we seek to time exposure to them? 
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Contrarian Factor Timing Is Deceptively Difficult, the new article from Cliff 
Asness, Antti Ilmanen, Swati Chandra, and Ronen Israel of AQR provides a rigorous 
and robust analysis of these questions and produces some interesting results. “We 
actually started this research on value spreads two years before the debate openly 
began,” recalls Ilmanen, referring to the article’s theoretical core. “This article has 
been a long time coming,” he adds.

VALUING FACTORS

The article reveals that the HML (high-minus-low) and UMD (up-minus-down) 
factors in the US large-cap equity universe, representing the value and momentum 
styles, are not noticeably more expensive today than their historical averages, 
dating back to 1968. While the BAB (betting-against-beta) factor, representing the 
defensive style, has been more expensive through the 2007–16 period compared to 
its longer-term historical mean, this has remained well under two standard deviations 
and is hence nowhere near some valuation extremes observed in 2000.2

“We were quite surprised when we initially saw the findings,” says Ilmanen. 
“We actually would have expected these factors to be more expensive now. It’s 
surprisingly benign,” he adds.

At the heart of the analysis lies a central concept: that the relative cheapness or 
expensiveness of a factor can be estimated by the value spread, defined as the 
difference between the valuation of the assets showing the greatest exposure to that 
factor, and the valuation of assets showing the least exposure to that factor.

Even after that premise is accepted, there are multiple ways of creating value 
spreads, which can lead to great variation in readings on factor valuations. The 
analyst has to decide which of the many available measures of value (P/B, P/E, etc.) 
to apply and how to quantify the relative valuation, for example. Using percentiles 
instead of z-scores may depict a more extreme picture of valuations today. Further, 
factors that look expensive on one specification, such as book-to-price ratio, can look 
very mundane when using another specification such as sales-to-price ratio. 

A SEDUCTIVE IDEA

The second question is: can investors improve risk-adjusted returns by timing 
exposure to factors? “It is definitely a seductive idea,” says Ilmanen. Indeed, the 
initial correlations between value spreads and subsequent factor returns do appear 
“mildly promising,” with a modestly positive relationship for the value factor and 
weaker correlations for the momentum and low-beta factors. 

Key Definitions

Factor investing

An investment strategy in which securities 
are systematically chosen based on 
attributes (factors) that are associated 
with higher returns. Such factors might 
include low valuations (price-to-book 
ratio, price-to-earnings etc.), small size 
(market-capitalization), low risk (volatility 
and beta), positive momentum (price and 
earnings trends), and other fundamentals 
(profitability, dividends). Smart beta is one 
form of factor investing, mostly employing 
long-only portfolios.

Price-to-book ratio (P/B)

Value measures typically compare an 
asset’s price to some fundamental. For 
example, the price-to-book ratio compares 
a stock’s share price to its book value. 
If a stock has a low P/B, it is considered 
cheap. It is calculated by dividing the 
current closing price of the stock by the 
latest book value per share.

Value spread

The value spread is the ratio of a measure 
of value on the long side of a factor 
portfolio to a measure of value on the 
short side of that factor portfolio. Just as 
standard value metrics such as B/P (P/B) 
quantify the cheapness (expensiveness) 
of an asset, the value spread quantifies 
the cheapness (expensiveness) of a factor. 
When the ratio increases it implies that the 
factor has grown cheaper and vice versa.

“ We were quite surprised when we initially saw

the findings: we actually would have expected 

these factors to be more expensive now. ”—Antti Ilmanen
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