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Factors in Focus: Getting Active with Factors
during Global Rotations

Featuring:

Hitendra Varsani, Executive Director, Global Solutions Research, MSCI

Jenna Dagenhart:

Global markets have been trending upward with the increasing number of vaccinations, and
economies reopening. Joining us today to share insights on market rotation, performance through the
lens of factors, flows into equity factor ETFs, and positioning going into Q3 is Hitendra Varsani, he's
the Executive Director Global Solutions Research at MSCI. Hitendra, great to have you back with us.
And we've seen a structural decline in volatility in the last year. Is this a challenge for active managers?

Hitendra Varsani:

Sure, so typically when market volatility falls, the dispersion among stocks also falls. And dispersion is
a measure of the active opportunity set, so when the dispersion is high, the potential for capturing
active opportunities is much greater as the spread between the winners and losers rises. Now in our
latest research, Active Opportunities in Dispersed Markets, we highlight although the market volatility
is grinded lower, we've actually seen a collapse in correlations between stocks. And that’s kept
dispersion elevated. And this trend is not just seen at global equity level, but we've also seen it in
developed markets, emerging markets, as well as regional markets like EMEA and Europe.

Jenna Dagenhart:

So Hitendra, what's driving this dispersion?

Hitendra Varsani:

So over the various market cycles that we've looked at since the late 1990’s, we found that during
crisis periods dispersion has been driven by factors such as industry, countries, and styles, while
during karma periods it's stock selection that mattered. But what’s changed this time in the recent
history? We found that the contribution of styles to overall factor dispersion is the highest it's been
since 2003 when the tech bubble had burst. Now this reflects significant shifts that we've seen in
leadership among styles. So from large caps to small caps, from growth and momentum into value
over the last six months or so. Now within emerging markets, countries has structurally dominated
factor dispersion. | mean, no surprise China, India, Russia, Brazil and other emerging market countries
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are very unique in terms of their characteristics. But what | find most interesting is the importance of
style factors versus country factors has narrowed since our histories go back to the late 1990’s.

Jenna Dagenhart:

Yeah, that’s an excellent point, so with style factors contributing the most to the rotation, this provides
a great opportunity for investment managers to be active in factors. Can you share some of the recent
market highlights through the lens of factors?

Hitendra Varsani:

So with the reopening of economies and vaccine rollouts, we've seen strong rotation into the value
factor. And this really started since Pfizer day in November 9th. And that performance in value
continued throughout the first quarter of this year. Now over the second quarter, equity markets have
gone from strength to strength. The AQl index is up 7.5% over Q2, and that'’s a fifth consecutive quarter
of positive gains. And as markets have continued to gather strength, investors have favored stocks
that have strong profitability characteristics, low earnings variability, and higher ESG exposure. And
these underlying trends that we've seen amongst factors has been reflected in our factor indexes. So
the MSCI quality index has outperformed the broad market over Q2. We look at AQ|, it's outperformed
by 200 basis points, at world 300 basis points, and at Europe level, even higher at 380 basis points.
Now not only have we seen strong rotation amongst the factors, we've also seen strong rotation within
the factors themselves, particularly momentum. Given by the strong performance of value over growth
over the last six months, we've seen momentum and as May re-balance take higher exposure to value
stocks. Now typically, these are two factors that are negatively correlated, momentum and value, and
they provide diversification benefits. But with the strong performance and value, momentum has
actually taken higher exposure and that may lead to higher correlations going forward. Now one thing
to know is, we look at momentum as a factor, its valuation is typically much higher levels than the
broad market. It's selecting stocks that are winning, but with it taking exposure to value, the valuation
of the momentum factor is much lower now than it has been in the past.

Jenna Dagenhart:

Turning now to exchange traded funds, factory TFs have been one of the fastest growing segments of
the ETF market. Hitendra, where did you see the strongest inflows and what are these flows signaling?

Hitendra Varsani:

So our recent analysis has looked into flows into Global Factor ETFs, and | think the first point to note
is yield value and low size ETFs have seen the largest inflows among factor ETFs, gathering up to $50
billion year through to May this year. In other words, what does this mean? It means that investors
have placed conviction into ETFs that have exposure-tive factors that typically do well during the early
stages of recovery in the economic cycle. Now to answer your question, was there any signal that we
could-- that we observed in factor flows? Simple answer is yes. In our recent research, Go with the
Flow, we looked at when single factor ETFs have shown significant inflows or outflows relative to what
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they would normally achieve that’s correlated well with active returns. So when Factor ETFs have seen
significant inflows say, beyond a two standard deviation event, those factors have outperformed their
parent indexes. Just to give you a sense of numbers, on the positive side it's around 80 basis points,
and on the negative side, when they’ve seen outflows it's around 60 basis points. But one thing to
realize is that our historical period was around six years, so it's fairly short and it's to be seen whether
this continues as the market develops further.

Jenna Dagenhart:

And finally, we discussed the performance of pro-cyclical factors and the flows in the ETFs. Can you
share some insights into the indicators for factor performance going into Q3 of 2021?

Hitendra Varsani:

Sure. So over various market cycles having exposure across style factors has delivered diversification.
But through market cycles, we recognize that factors are cyclical and experience a strong rotation that
we've seen evident in the recent history. Now taking a holistic view on factors is key to understanding
what'’s driving the factor rotation. In an adaptive multi-factor model, we look at the macro indicators,
fundamental indicators, what's trending, as well as sentiment driven indicators. Now since the last
quarter of 2020, last year, indicators have been positive on value and on smaller capitalization stocks.
But however, going into Q3 this year, momentum has actually overtaken value and is now overweight
alongside smaller cap stocks. Now why is this the case? Why is momentum overweight? Well, it
outperforms the other style factors on a relative basis in the last quarter, and it's got much higher
value exposure than what it typically does. So the valuation of momentum is much lower than it is, and
that’s led to an overweight in momentum in our adaptive model.

Jenna Dagenhart: Well, Hitendra, thank you so much for joining us today and we look forward to more
insightful sessions on factors with MSCI.

Hitendra Varsani:

Great. Thank you all for listening.

Jenna Dagenhart:

Yes, thank you so much for watching, and once again, that was Hitendra Varsani, Executive Director
Global Solutions Research at MSCI. And I'm Jenna Dagenhart with Asset TV.
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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. or its subsidiaries
(collectively, “MSCI”), or MSCI’s licensors, direct or indirect suppliers or any third party involved in making or compiling any Information (collectively, with MSCI, the “Information Providers”)
and is provided for informational purposes only. The Information may not be modified, reverse-engineered, reproduced or redisseminated in whole or in part without prior written permission
from MSCI.

The Information may not be used to create derivative works or to verify or correct other data or information. For example (but without limitation), the Information may not be used to create
indexes, databases, risk models, analytics, software, or in connection with the issuing, offering, sponsoring, managing or marketing of any securities, portfolios, financial products or other
investment vehicles utilizing or based on, linked to, tracking or otherwise derived from the Information or any other MSCI data, information, products or services.

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 INFORMATION PROVIDERS 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 APPLICABLE LAW, EACH INFORMATION PROVIDER 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 THE
INFORMATION.

Without limiting any of the foregoing and to the maximum extent permitted by applicable law, in no event shall any Information Provider 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 willful default of itself, its servants, agents or sub-contractors.

Information containing any historical information, data or analysis should not be taken as an indication or guarantee of any future performance, analysis, forecast or prediction. Past
performance does not guarantee future results.

The Information should not be relied on and is not a substitute for the skill, judgment and experience of the user, its management, employees, advisors and/or clients when making investment
and other business decisions. All Information is impersonal and not tailored to the needs of any person, entity or group of persons.

None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), any security, financial product or other investment vehicle or any trading strategy.

It is not possible to invest directly in an index. Exposure to an asset class or trading strategy or other category represented by an index is only available through third party investable
instruments (if any) based on thatindex. MSCI does not issue, sponsor, endorse, market, offer, review or otherwise express any opinion regarding any fund, ETF, derivative or other security,
investment, financial product or trading strategy that is based on, linked to or seeks to provide an investment return related to the performance of any MSCI index (collectively, “Index Linked
Investments”). MSCI makes no assurance that any Index Linked Investments will accurately track index performance or provide positive investment returns. MSCI Inc. is not an investment
adviser or fiduciary and MSCI makes no representation regarding the advisability of investing in any Index Linked Investments.

Index returns do not represent the results of actual trading of investible assets/securities. MSCI maintains and calculates indexes, but does not manage actual assets. Index returns do not
reflect payment of any sales charges or fees an investor may pay to purchase the securities underlying the index or Index Linked Investments. The imposition of these fees and charges
would cause the performance of an Index Linked Investment to be different than the MSCI index performance.

The Information may contain back tested data. Back-tested performance is not actual performance, but is hypothetical. There are frequently material differences between back tested
performance results and actual results subsequently achieved by any investment strategy.

Constituents of MSCI equity indexes are listed companies, which are included in or excluded from the indexes according to the application of the relevant index methodologies. Accordingly,
constituents in MSCI equity indexes may include MSCI Inc., clients of MSCI or suppliers to MSCI. Inclusion of a security within an MSCI index is not a recommendation by MSCI to buy, sell,
or hold such security, nor is it considered to be investment advice.

Data and information produced by various affiliates of MSCI Inc., including MSCI ESG Research LLC and Barra LLC, may be used in calculating certain MSCI indexes. More information can
be found in the relevant index methodologies on www.msci.com.

MSCI receives compensation in connection with licensing its indexes to third parties. MSCI Inc.’s revenue includes fees based on assets in Index Linked Investments. Information can be
found in MSCI Inc.’s company filings on the Investor Relations section of www.msci.com.

MSCI ESG Research LLC is a Registered Investment Adviser under the Investment Advisers Act of 1940 and a subsidiary of MSCI Inc. Except with respect to any applicable products or
services from MSCI ESG Research, neither MSCI nor any of its products or services recommends, endorses, approves or otherwise expresses any opinion regarding any issuer, securities,
financial products or instruments or trading strategies and MSCI’s products or services are not 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. Issuers mentioned or included in any MSCI ESG Research materials may include MSCI Inc., clients of MSCI or
suppliers to MSCI, and may also purchase research or other products or services from MSCI ESG Research. MSCI ESG Research materials, including materials utilized in any MSCI ESG
Indexes or other products, have not been submitted to, nor received approval from, the United States Securities and Exchange Commission or any other regulatory body.

Any use of or access to products, services or information of MSCI requires a license from MSCI. MSClI, Barra, RiskMetrics, IPD and other MSCI brands and product names are the trademarks,
service marks, or registered trademarks of MSCI or its subsidiaries 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.

MIFID2/MIFIR notice: MSCI ESG Research LLC does not distribute or act as an intermediary for financial instruments or structured deposits, nor does it deal on its own account, provide
execution services for others or manage client accounts. No MSCI ESG Research product or service supports, promotes or is intended to support or promote any such activity. MSCI ESG
Research is an independent provider of ESG data, reports and ratings based on published methodologies and available to clients on a subscription basis. We do not provide custom or one-
off ratings or recommendations of securities or other financial instruments upon request.

Privacy notice: For information about how MSCI ESG Research LLC collects and uses personal data concerning officers and directors, please refer to our Privacy Notice at
https://www.msci.com/privacy-pledge.


http://www.msci.com/

