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Note: Throughout this paper, references to returns, risks, outperformance, etc. are based on a hypothetical analysis and not an actual portfolio or 
account. Any statements about returns are also subject to the caveat that past performance is not a guarantee of future returns. Please see below for 
additional details on this analysis and important disclosures at the end of this paper. 

We would like to thank Cliff Asness, William Cashel, Marco Hanig, Bryan Johnson, David Kabiller, John Liew, Robert Novy-Marx, Mark McLennan, 
Nicholas McQuinn, Alex Sanborn, Laura Serban, Mark Stein, and Christine Wang for helpful comments and suggestions, and Jennifer Buck for design 
and layout. 
 
This paper was updated in November 2015 to use the term “multistyle” when describing the hypothetical strategy that seeks to outperform a core 
benchmark.
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1
 Other well-known styles include the “size” and “low-beta” effects. In this paper, 

we focus on value, momentum and profitability, since we believe these styles are 
the most applicable for long-only investors seeking to outperform core 
benchmarks. 
2
 For a more in-depth study of these styles, combining them into a portfolio, and 

implementation, please see our companion piece “A New Core Equity Paradigm” 
(2013) 

1. Value: 



                                                            
3
 Asness, Moskowitz, Pedersen (2013) 

Exhibit 1: Three Major Styles for Core Equity Investing 

 

Source: AQR. Past performance is not a guarantee of future performance. 

Momentum The tendency for a stock’s recent relative performance to continue in the future

Value The tendency for relatively cheap assets to outperform relatively expensive ones

Profitability The tendency for more profitable stocks to generate higher returns
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2. Momentum: 



                                                            
4
 Early studies include Jegadeesh and Titman (1993) and Asness (1994) 

 

3. Profitability: 

                                                            
5 
Novy-Marx (2012a, 2012b) and Asness, Frazzini and Pedersen (2013). 

6
 While new evidence is being uncovered to support profitability-based investing, 

the idea is not new; see for example, Graham (1973). 
7
 Frazzini, Kabiller and Pedersen (2012). 
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8 Please refer to AQR whitepaper “A New Core Equity Paradigm” for more 

details, and Israel and Moskowitz (2012) for enhancements for taxable investors. 

Differences in Styles 

 





                                                            
9
 As discussed later, style don’t always work in opposite directions ‒ for example, 

a cheap and improving stock may be attractively-positioned from both a value 
and a momentum perspective.  

Exhibit 3: Capturing Excess Returns with Style 

 

 Stocks Sorted by Value Stocks Sorted by Momentum  Stocks Sorted by Profitability 
  (July 1926 – December 2012) (January 1927 – December 2012) (July 1951 – October 2012) 

 

Source: Ken French Data Library, AQR. Value and Momentum quintiles based on decile-level information provided by Ken French. Profitability quintiles are based on CRSP/Compustat data, using the 
same universe as the Ken French Value and Momentum series.  The profitability quintiles are based on a single factor – Gross Profits over Assets (GPOA). Returns are gross of transaction costs. 
Please see important disclosures at the end of the paper. 
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Exhibit  5: Styles are Diversifying 

 

Hypothetical Correlations of Excess Returns 

(US Large Cap, 1980-2012) 

 

Source: AQR. See important disclosures about hypothetical results at the end of this paper. 

 

Building a Better Core 

The “a la carte” approach: 





Value Momentum Profitability

Value 1.00

Momentum -0.48 1.00

Profitability -0.39 0.38 1.00

Exhibit 4: Underperformance in One Style Has Been Offset by Others 

 

 Value: Worst 3-Year Momentum: Worst 3-Year Profitability: Worst 3-Year 
 Underperformance Underperformance Underperformance 
 (3/1997-2/2000) (7/2008-6/2011) (6/2004-5/2007) 

 

 
Diversification does not eliminate the risk of experiencing investment losses. Source: AQR. Uses AQR hypothetical Large Cap returns from “A New Core Equity” paper. The US Large Cap universe is 
the top 1000 US stocks by market cap. Returns are net of transaction costs. The analysis above covers the time period from January 1990 to December 2012. Please see important disclosures at the 
end of the paper relating to hypothetical performance. 
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The “integrated” approach: 

Exhibit 6:  Benefits of an Integrated Approach 

Two Approaches to Combining Styles 
(US Large Cap, 1980-2012) 

  "A la carte" Integrated 

Average Return 15.7% 17.3% 
Volatility 17.2% 16.6% 
Sharpe Ratio 0.62 0.74 

 

Source: AQR. For illustrative purposes only, not representative of an actual portfolio. Please 
read important disclosures at the end of this paper. 



                                                            
10

 Frazzini, Israel and Moskowitz (2012) 
11

 Frazzini, Israel and Moskowitz (2012), Ilmanen and Villalon (2012) 

Exhibit 7: Hypothetical Performance Characteristics 

 

Source: AQR. Uses AQR hypothetical returns based on a quarterly rebalanced strategy from “A New Core Equity Paradigm” paper. Net returns are after estimated transaction costs but gross of fees. 
Performance is hypothetical and is not based on an actual portfolio or account. Please see important disclosures at the end of the paper relating to hypothetical performance. 

Return 17.3% 20.7% 11.2%

Volatility 16.6% 19.9% 15.7%

Sharpe Ratio 0.74 0.79 0.50

Excess Return 5.3% 8.6% 5.1%

Tracking Error 5.8% 5.2% 7.0%

Information Ratio 0.91 1.67 0.72

Net Returns 15.6% 18.3% 10.3%

Net Information Ratio 0.62 1.21 0.60

Total Trading Costs 1.7% 2.4% 0.9%

Turnover (1-sided) 136% 102% 125%

% of Rolling 3-year Underperformance 4.7% 4.7% 13.2%

% of Rolling 5-year Underperformance 0.0% 0.0% 2.9%

% of Rolling 10-year Underperformance 0.0% 0.0% 0.0%

International, 

1990 - 2012

U.S. Large Cap, 

1980 - 2012

U.S. Small Cap, 

1980 - 2012
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A New Paradigm 



Conclusion 

                                                            
12

 Carhart (1997) 





Old Paradigm New Paradigm

Alpha
• Market Timing

• Security Selection

Market Returns

Alpha
• Portfolio Construction

• Trading

• Tax Management

Style Exposures
• Value

• Momentum

• Profitability

Market Returns
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Related Studies 
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Disclosures 

This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or 

any advice or recommendation to purchase any securities or other financial instruments and may not be construed as such. The factual 

information set forth herein has been obtained or derived from sources believed by the author and AQR Capital Management, LLC 

(“AQR”) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a 

representation or warranty, express or implied, as to the information’s accuracy or completeness, nor should the attached information 

serve as the basis of any investment decision. This document is intended exclusively for the use of the person to whom it has been 

delivered by AQR, and it is not to be reproduced or redistributed to any other person. The information set forth herein has been 

provided to you as secondary information and should not be the primary source for any investment or allocation decision. This 

document is subject to further review and revision. Past performance is not a guarantee of future performance. 

This document is not research and should not be treated as research. This document does not represent valuation judgments with 

respect to any financial instrument, issuer, security or sector that may be described or referenced herein and does not represent a 

formal or official view of AQR.  

The views expressed reflect the current views as of the date hereof and neither the author nor AQR undertakes to advise you of any 

changes in the views expressed herein. It should not be assumed that the author or AQR will make investment recommendations in the 

future that are consistent with the views expressed herein, or use any or all of the techniques or methods of analysis described herein 

in managing client accounts. AQR and its affiliates may have positions (long or short) or engage in securities transactions that are not 

consistent with the information and views expressed in this document.  

The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or 

for other reasons. Charts and graphs provided herein are for illustrative purposes only. The information in this document has been 

developed internally and/or obtained from sources believed to be reliable; however, neither AQR nor the author guarantees the 

accuracy, adequacy or completeness of such information. Nothing contained herein constitutes investment, legal, tax or other advice 

nor is it to be relied on in making an investment or other decision.  

There can be no assurance that an investment strategy will be successful. Historic market trends are not reliable indicators of actual 

future market behavior or future performance of any particular investment which may differ materially, and should not be relied upon as 

such. Target allocations contained herein are subject to change. There is no assurance that the target allocations will be achieved, and 

actual allocations may be significantly different than that shown here. This document should not be viewed as a current or past 

recommendation or a solicitation of an offer to buy or sell any securities or to adopt any investment strategy.  

The information in this document may contain projections or other forward‐looking statements regarding future events, targets, 

forecasts or expectations regarding the strategies described herein, and is only current as of the date indicated. There is no assurance 

that such events or targets will be achieved, and may be significantly different from that shown here. The information in this document, 

including statements concerning financial market trends, is based on current market conditions, which will fluctuate and may be 

superseded by subsequent market events or for other reasons. Performance of all cited indices is calculated on a total return basis with 

dividends reinvested.  

The investment strategy and themes discussed herein may be unsuitable for investors depending on their specific investment 

objectives and financial situation. Please note that changes in the rate of exchange of a currency may affect the value, price or income 

of an investment adversely.  

Neither AQR nor the author assumes any duty to, nor undertakes to update forward looking statements. No representation or warranty, 

express or implied, is made or given by or on behalf of AQR, the author or any other person as to the accuracy and completeness or 

fairness of the information contained in this document, and no responsibility or liability is accepted for any such information. By 

accepting this document in its entirety, the recipient acknowledges its understanding and acceptance of the foregoing statement..  

Hypothetical performance results (e.g., quantitative backtests) have many inherent limitations, some of which, but not all, are described 

herein. No representation is being made that any fund or account will or is likely to achieve profits or losses similar to those shown 

herein.  In fact, there are frequently sharp differences between hypothetical performance results and the actual results subsequently 

realized by any particular trading program. One of the limitations of hypothetical performance results is that they are generally prepared 

with the benefit of hindsight. In addition, hypothetical trading does not involve financial risk, and no hypothetical trading record can 

completely account for the impact of financial risk in actual trading. For example, the ability to withstand losses or adhere to a particular 
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trading program in spite of trading losses are material points which can adversely affect actual trading results. The hypothetical 

performance results contained herein represent the application of the quantitative models as currently in effect on the date first written 

above and there can be no assurance that the models will remain the same in the future or that an application of the current models in 

the future will produce similar results because the relevant market and economic conditions that prevailed during the hypothetical 

performance period will not necessarily recur. There are numerous other factors related to the markets in general or to the 

implementation of any specific trading program which cannot be fully accounted for in the preparation of hypothetical performance 

results, all of which can adversely affect actual trading results. Discounting factors may be applied to reduce suspected 

anomalies.  This backtest’s return, for this period, may vary depending on the date it is run. 

Diversification does not eliminate the risk of experiencing investment losses.  

Gross performance results do not reflect the deduction of investment advisory fees, which would reduce an investor’s actual return. For 

example, assume that $1 million is invested in an account with the Firm, and this account achieves a 10% compounded annualized 

return, gross of fees, for five years. At the end of five years that account would grow to $1,610,510 before the deduction of 

management fees. Assuming management fees of 1.00% per year are deducted monthly from the account, the value of the account at 

the end of five years would be $1,532,886 and the annualized rate of return would be 8.92%. For a ten-year period, the ending dollar 

values before and after fees would be $2,593,742 and $2,349,739, respectively.  AQR’s asset based fees may range up to 2.85% of 

assets under management, and are generally billed monthly or quarterly at the commencement of the calendar month or quarter during 

which AQR will perform the services to which the fees relate.  Where applicable, performance fees are generally equal to 20% of net 

realized and unrealized profits each year, after restoration of any losses carried forward from prior years. In addition, AQR funds incur 

expenses (including start-up, legal, accounting, audit, administrative and regulatory expenses) and may have redemption or withdrawal 

charges up to 2% based on gross redemption or withdrawal proceeds. Please refer to AQR’s ADV Part 2A for more information on 

fees.  

Broad-based securities indices are unmanaged and are not subject to fees and expenses typically associated with managed accounts 

or investment funds. Investments cannot be made directly in an index. 

There is a risk of substantial loss associated with trading commodities, futures, options, derivatives and other financial instruments. 

Before trading, investors should carefully consider their financial position and risk tolerance to determine if the proposed trading style is 

appropriate. Investors should realize that when trading futures, commodities, options, derivatives and other financial instruments one 

could lose the full balance of their account. It is also possible to lose more than the initial deposit when trading derivatives or using 

leverage. All funds committed to such a trading strategy should be purely risk capital.  

 


