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OverviewOverview

 The MSCI Europe Factor Indices will begin using the Barra Europe Equity Model, 
EUE3S, as of the close of January 31, 2010. MSCI proposes a transition plan for 
this change.

 MSCI also proposes to launch two additional Factor Indices :
− MSCI Europe Barra Earnings Yield Index. 

− MSCI USA Barra Value Index. 

 MSCI is seeking feedback on these proposals. Please note, this consultation may or 
may not lead to the adoption, in whole or in part, of the proposals described herein.
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Highlights of the Transition to the EUE3S ModelHighlights of the Transition to the EUE3S Model

 MSCI Europe Factor Indices will transition to using the Europe Barra Equity Model, 
EUE3S, in one phase as of the close of January 31, 2010. 

 MSCI proposes turnover and trade limit constraints in connection with the 
transition, with a goal to achieve a high factor exposure.  

 A transition analysis for the MSCI Europe Barra Factor Indices, based on data as 
of August 2009 shows that:of August 2009, shows that:

− All the factor indices achieved unit exposure to the target factors.

− The realized one-off transition turnover was 20% for the Momentum, Value and Volatility 
factors and 10% for the Leverage factor.g
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Highlights of the EUE3S ModelHighlights of the EUE3S Model

 Enhanced coverage of countries in Europe: 
− 16 Developed markets, 5 Emerging Markets and 8 Frontier Markets. 

 29 industry factors based on GICS classification.

 Refined set of 9 style factors  :
− Two separate factors in the EUE2S model, namely, Market Sensitivity and Volatility, are 

merged into the EUE3S Volatility factor, as they are highly collinear.

− Two distinct factors in the EUE3S model that capture Value, namely, the Value factor and 
the Earnings Yield factor. The Earnings Yield factor incorporates forward looking earnings, 
significantly enhancing the explanatory power.

− A new factor on Liquidity, not available in the EUE2S model.

 A redesigned specific risk model that uses daily specific returns and delivers more 
accurate forecasts than the EUE2S model.

 Calculation of daily factor returns with a robust multi-step regression scheme that 
curtails the influence of asset return outliers on factor return estimates.

 Detection and progressive trimming of outlier factor returns that improves the 
f ti it t t tli f bi i t f t
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forecasting accuracy as it prevents past outliers from biasing current forecasts.



Contrasting EUE2S and EUE3SContrasting EUE2S and EUE3S

Factor Comparisons : EUE3S vs. EUE2S
Factors Interpretation 

EUE3S EUE2S
Momentum Differentiates stocks based on relative price performance Halpha, 6M, 12 M Price return Halpha, 12 M Price return

Descriptors 

Momentum Differentiates stocks based on relative price performance Halpha, 6M, 12 M Price return Halpha, 12 M Price return

Value Differentiates stocks based on valuation relative to company fundamentals Book to Price, Sales to Price Book to Price, EY, Sales to Price

Earnings Yield Differentiates stocks based on valuation relative to company earnings Pred EY, Hist EY, ROE, Cash EY -

Market Sensitivity Differentiates stocks based on market beta -
Historic Beta, Historic Beta 
times Historic sigma

V l tilit Diff ti t t k b d k t d ifi i k Hb t C R D il Std D
H Sigma, Cum Range,             

Factor Characteristics

R Ri k R Ri k

EUE2S EUE3S

Volatility Differentiates stocks based on market and specific risk Hbeta, Cum Range, Daily Std Dev
1,2,3 month squared return

Leverage Differentiates stocks based on balance sheet leverage Book Leverage, Market Leverage Debt to Assets, Debt to price

Return Risk Return Risk

Momentum 2.13% 4.36% 2.69% 3.76%

Value 1.79% 1.50% 0.87% 2.23%

Leverage -1.05% 1.53% -0.86% 1.32%

Volatil ity -3.37% 2.53% -1.60% 5.24%

Earnings Yield - - 1.10% 1.99%

Market Sensitivity -0.10% 5.46% - -
Annualized statistics from May 2003 - May 2009
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MSCI Europe Barra Factor Indices – Summary ResultsMSCI Europe Barra Factor Indices – Summary Results

MSCI Europe 
EUE2S EUE3S EUE2S EUE3S EUE2S EUE3S EUE2S EUE3S

Return 4.45% 6.24% 7.17% 5.86% 5.25% 5.31% 4.33% 3.48% 4.22%

Momentum Value Leverage Volatility

Risk 15.42% 15.56% 16.00% 16.18% 16.63% 15.10% 15.06% 13.80% 11.26%
Return/Risk 0.29 0.40 0.45 0.36 0.32 0.35 0.29 0.25 0.37

Active Return to Market 1.79% 2.71% 1.41% 0.80% 0.86% -0.12% -0.97% -0.23%
Active Risk to Market 4.54% 4.13% 1.74% 2.04% 1.95% 1.70% 4.72% 6.17%

Active Return to Factor 0 58% 0 60% 0 38% 0 07% 0 19% 0 99% 3 73% 1 78%Active Return to Factor -0.58% -0.60% -0.38% -0.07% -0.19% -0.99% -3.73% -1.78%
Active Risk to Factor 2.91% 3.00% 1.42% 1.21% 1.45% 1.06% 3.75% 2.17%
Average Ex Ante Barra Tracking Error 3.41% 4.01% 1.70% 1.89% 1.53% 1.34% 3.57% 5.05%

Average Factor Exposure 0.97 0.92 1.00 1.00 -1.00 -1.00 -0.82 -0.99

Average Number of Long Stocks 273 253 284 290 302 324 259 247
Average Number of Short Stocks 126 146 116 110 98 76 141 148
Average Number of Total Stocks 400 399 400 400 400 400 400 395

Average Gross Leverage 1.60 1.60 1.51 1.54 1.57 1.51 1.99 1.99
Average One way Monthly Turnover 5.05% 5.13% 5.00% 5.00% 5.00% 5.07% 5.05% 5.08%
Annualized statistics from May 2003 - May 2009
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Performance of EUE3S based Simulated MSCI 
Europe Barra Factor Indices
Performance of EUE3S based Simulated MSCI 
Europe Barra Factor IndicesEurope Barra Factor Indices Europe Barra Factor Indices 
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Transition Analysis
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Proposal for Transition to the EUE3S ModelProposal for Transition to the EUE3S Model

 MSCI Europe Factor Indices will transition to using the Barra Europe Equity Model, 
EUE3S, in one phase as of the close of January 31, 2010. 

 MSCI proposes to use the following constraints, with a goal to achieve high target 
factor exposure during the transition:

− Turnover constraint up to 20 % for Momentum, Value and Volatility factors and up to 10 % 
for Leverage factorfor Leverage factor.

− Trade limit for each security at 50% of the security’s Average Daily Traded Value.

− Other constraints as per the existing MSCI Factor Indices methodology. 

 MSCI also proposes to change the monthly rebalancing timeline of the MSCI EuropeMSCI also proposes to change the monthly rebalancing timeline of the MSCI Europe 
Factor Indices as below : 

− Target Model release date is the first calendar day after the last business day of the previous 
month.

− The rebalancing date would be the second business day of the rebalancing month.

− The announcement date, implementation date and the effective date would be the third, 
fourth and fifth business day of the rebalancing month respectively.

© 2009. All rights reserved. 9



Simulated Transition AnalysisSimulated Transition Analysis

MSCI Europe Barra Factor Indices

Momentum Value Leverage* Volatility
Number of Stocks - Long 278 282 291 248
Number of Stocks - Short 122 118 109 152
Number of Stocks - Total 400 400 400 400
Gross Leverage 1.6 1.6 1.6 2.0

A ti F t E 1 1 1 1Active Factor Exposure 1 1 -1 -1
Turnover 20% 20% 10% 20%
Ex-Ante Tracking Error 5.79% 3.94% 3.40% 10.72%
Analysis as of August  2009

20% Turnover constraint and Trade limit at 50% of Average Daily Traded Value

*10% Turnover constraint applied for Leverage factor

MSCI Europe Factor Tilt Indices 

Momentum Value
Number of Stocks - Long 152 123
Active Factor Exposure 0.52 0.91

Turnover 20% 20%
Ex-Ante Tracking Error 3.50% 4.14%
Analysis as of August 2009

20% Turnover constraint and Trade limit at 50% of Average Daily Traded Value
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Launch of additional Factor Indices
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Additional Factor Indices Additional Factor Indices 

 The Value factor in the EUE2S model is a composite of the Earnings Yield, Book Value/Price  
and Sales/Price descriptors. 

 With the transition to the EUE3S model, there are two factors that capture Value : 
− Value factor - uses Book/Price and Sales/Price and represents a company’s valuation with respect to its 

book value and historic revenues.

Earnings Yield factor - uses historic and forward Price / Earnings and represents a company’s valuation− Earnings Yield factor - uses historic and forward Price / Earnings and represents a company s valuation 
with respect to its ability to generate positive earnings and cash flows. 

 To better represent these two related yet distinct style factors, MSCI proposes to launch the 
MSCI Europe Barra Earnings Yield Index in addition to the existing MSCI Europe Barra Value 
IndexIndex. 

 Furthermore, to retain consistency across Europe and USA, MSCI proposes to additionally 
launch the MSCI US Barra Value Factor index.

 In summary, MSCI proposes to launch two additional Factor Indices : 
− MSCI Europe Barra Earnings Yield Index. 

− MSCI USA Barra Value Index. 

 These two indices would be constructed using the existing MSCI Factor Index methodology. 
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Performance of Simulated MSCI Europe Barra 
Earnings Yield Index
Performance of Simulated MSCI Europe Barra 
Earnings Yield IndexEarnings Yield IndexEarnings Yield Index
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Risk 15.42% 16.47%
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Active Return to Factor -1.73%

Results based on MSCI Europe Index and Barra EUE3S model
Results based on simulations from  May 2003 - May 2009

Simulated MSCI Europe Barra Earnings Yield Index / MSCI 
Europe Index

Cum Monthly Barra EUE3S Earnings Yield Factor Return

Active Risk to Factor 2.05%
Average Ex Ante Barra Tracking Error 2.33%

Average Factor Exposure 0.98

Average Number of Long Stocks 287
A N b f Sh S k 113Average Number of Short Stocks 113
Average Number of Total Stocks 400

Average Gross Leverage 1.60
Average One way Monthly Turnover 5.01%
Annualized statistics from May 2003- May 2009
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Performance of Simulated MSCI USA Barra Value 
Index
Performance of Simulated MSCI USA Barra Value 
IndexIndexIndex
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Results based on MSCI USA Index and Barra USE3 model
Results based on simulations from May 2003 - May 2009
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Simulated MSCI USA Barra Value Index / MSCI USA

Cum Monthly  Barra USE3 Value Factor Return

Average Ex Ante Barra Tracking Error 1.93%

Average Factor Exposure 1.00

Average Number of Long Stocks 311
Average Number of Short Stocks 89 Results based on simulations from  May 2003 May 2009
Average Number of Total Stocks 400

Average Gross Value 1.47
Average One way Monthly Turnover 5.00%
Annualized statistics from May 2003- May 2009
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Discussion PointsDiscussion Points

 Is the proposed approach of transitioning the MSCI Europe Factor Indices to the  
EUE3S model appropriate ?EUE3S model appropriate ? 

− Is the application of the turnover constraint appropriate ? 

− Is the application of a trade limit of 50% of the security’s Average Daily Traded value 
appropriate ? 

− Is the proposed change to the monthly rebalancing timeline acceptable ?

 Are the US Value factor and the Europe Earnings Yield factor relevant factors toAre the US Value factor and the Europe Earnings Yield factor relevant factors to 
be replicated through MSCI Factor Indices ?   
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Appendix
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Transition Analysis – SummaryTransition Analysis – Summary

MSCI Europe Barra Factor Indices

LeverageMomentum Value Volatility
Turnover Constraint 10% 20% 10% 20% 10% 20% 10%
Trade Limit- % ADV 50% 50% 50% 50% 50% 50% 50%

Number of Stocks - Long 256 278 289 282 239 248 291
Number of Stocks - Short 115 122 111 118 161 152 109
Number of Stocks - Total 371 400 400 400 400 400 400
Gross Leverage 1.6 1.6 1.6 1.6 2 2 1.6

MSCI Europe Factor Tilt Indices

Active Factor Exposure 0.96 1 0.92 1 -0.84 -1 -1
Turnover 10.0% 20.0% 10.0% 20.0% 12.8% 20.0% 10.0%
Ex-Ante Tracking Error 7.52% 5.79% 4.71% 3.94% 10.15% 10.72% 3.40%
Analysis as of August 2009

MSCI Europe Factor Tilt Indices

Turnover Constraint 10% 20% 10% 20%
Trade Limit- % ADV 50% 50% 50% 50%

Number of Stocks - Long 168 152 131 123

ValueMomentum

Number of Stocks  Long 168 152 131 123
Active Factor Exposure 0.45 0.52 0.78 0.91

Turnover 10% 20% 10% 20%
Ex-Ante Tracking Error 3.30% 3.50% 4.08% 4.14%
Analysis as of August 2009
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Performance of Simulated MSCI Europe Barra 
Earnings Yield Index ( 10% Turnover )
Performance of Simulated MSCI Europe Barra 
Earnings Yield Index ( 10% Turnover )Earnings Yield Index ( 10% Turnover ) Earnings Yield Index ( 10% Turnover ) 
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Results based on MSCI Europe Index and Barra EUE3S model

May-03 May-04 May-05 May-06 May-07 May-08

Simulated MSCI Europe Barra Earnings Yield Index / MSCI 
Europe Index

Cum Monthly Barra EUE3S Earnings Yield Factor Return

Active Risk to Factor 1.88%
Average Ex Ante Barra Tracking Error 2.29%

Average Factor Exposure 1.00

Average Number of Long Stocks 287
Average Number of Short Stocks 112

b f l k Results based on simulations from  May 2003 - May 2009Average Number of Total Stocks 399

Average Gross Leverage 1.60
Average One way Monthly Turnover 9.99%
Annualized statistics from May 2003- May 2009
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Notice and DisclaimerNotice and Disclaimer

 This document and all of the information contained in it, including without limitation all text, data, graphs, charts (collectively, the “Information”) is the 
property of MSCI Inc., Barra, Inc. (“Barra”), or their affiliates (including without limitation Financial Engineering Associates, Inc.) (alone or with one or 
more of them, “MSCI Barra”), or their direct or indirect suppliers or any third party involved in the making or compiling of the Information (collectively, 
the “MSCI Barra Parties”), as applicable, and is provided for informational purposes only.  The Information may not be reproduced or redisseminated in 
whole or in part without prior written permission from MSCI or Barra as applicablewhole or in part without prior written permission from MSCI or Barra, as applicable. 

 The Information may not be used to verify or correct other data, to create indices, risk models or analytics, or in connection with issuing, offering, 
sponsoring, managing or marketing any securities, portfolios, financial products or other investment vehicles based on, linked to, tracking or otherwise 
derived from any MSCI or Barra product or data.

 Historical data and analysis should not be taken as an indication or guarantee of any future performance, analysis, forecast or prediction.

 None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), or a promotion or recommendation of, any security, 
financial product or other investment vehicle or any trading strategy, and none of the MSCI Barra Parties endorses, approves or otherwise 
expresses any opinion regarding any issuer securities financial products or instruments or trading strategies None of the Informationexpresses any opinion regarding any issuer, securities, financial products or instruments or trading strategies.  None of the Information, 
MSCI Barra indices, models or other products or services 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.  

 The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information.  

 NONE OF THE MSCI BARRA PARTIES MAKES ANY EXPRESS OR IMPLIED WARRANTIES OR REPRESENTATIONS WITH RESPECT TO THE 
INFORMATION (OR THE RESULTS TO BE OBTAINED BY THE USE THEREOF), AND TO THE MAXIMUM EXTENT PERMITTED BY LAW, MSCI 
AND BARRA, EACH ON THEIR BEHALF AND ON THE BEHALF OF EACH MSCI BARRA PARTY, HEREBY EXPRESSLY DISCLAIMS ALL IMPLIED 
WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES OF ORIGINALITY, ACCURACY, TIMELINESS, NON-
INFRINGEMENT COMPLETENESS MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THEINFRINGEMENT, COMPLETENESS, MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THE 
INFORMATION.  

 Without limiting any of the foregoing and to the maximum extent permitted by law, in no event shall any of the MSCI Barra Parties have any 
liability regarding any of the Information for any direct, indirect, special, punitive, consequential (including lost profits) or any other damages 
even if notified of the possibility of such damages. The foregoing shall not exclude or limit any liability that may not by applicable law be 
excluded or limited, including without limitation (as applicable), any liability for death or personal injury to the extent that such injury results 
from the negligence or wilful default of itself, its servants, agents or sub-contractors.

 Any use of or access to products, services or information of MSCI or Barra or their subsidiaries requires a license from MSCI or Barra, or their 
subsidiaries, as applicable.  MSCI, Barra, MSCI Barra, EAFE, Aegis, Cosmos, BarraOne, and all other MSCI and Barra product names are the , pp , , , , g , , , p
trademarks, registered trademarks, or service marks of MSCI, Barra or their affiliates, in the United States and other jurisdictions.  The Global Industry 
Classification Standard (GICS) was developed by and is the exclusive property of MSCI and Standard & Poor’s.  “Global Industry Classification 
Standard (GICS)” is a service mark of MSCI and Standard & Poor’s.

© 2009 MSCI Barra. All rights reserved.
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