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Executive summary

Style factors have largely delivered long-run historical return
premia over the broad market.' However, performance dispersion
over shorter horizons can be significant and every factor index has
somewhere experienced periods of underperformance compared
its parent index.?

As a result, many investors seek consistent exposure to multiple
factors, aiming to diversify across uncorrelated sources of return
through multi-factor indexes.

Multi-factor index offerings have proliferated in recent years, providing
investors with abundant choice. While this breadth of options is
beneficial, it can also lead to confusion in excess — even causing
decision paralysis in cases of information overloads.

This report aims to cut through the confusion, by revisiting the case
for multi-factor investing, examining common design approaches, and
highlighting key points to consider when choosing a multi-factor index.

We also introduce our latest multi-factor index offering, the MSCI Core
Multiple-Factor Indexes, which build on decades of MSCI experience
delivering equity factor analytics, risk models and index solutions.

As shown in Exhibit 1
2 As shown in MSCI Factor Index performance heatmap
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Harnessing style factors for long-term performance

Several well-known style factors have historically outperformed the broad market
over long periods. As illustrated in Exhibit 1, over the 25 years ending Dec. 31, 2024,
each of the six flagship MSCI single-factor indexes achieved higher absolute and
risk-adjusted returns than the market-cap-weighted parent MSCI World Index.

Exhibit 1: Historical outperformance of style factors

Long Term Factor Performance
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Annualized returns of MSCI single factor indexes over the 25 years ending Dec. 31, 2024. Indexes referred in above exhibit are MSCI World Minimum Volatility
Index, MSCI World High Dividend Yield Index, MSCI World Quality Index, MSCI World Momentum Index, MSCI World Enhanced Value Index, MSCI World Equal
Weighted Index. Past performance — whether actual, back tested or simulated — is no indication or guarantee of future performance.

Source: MSCI

This long-term outperformance, however, has not been linear. Individual single factors
have exhibited significant active risk and experienced periods of underperformance
relative to the broad market. Importantly, these factors rarely move in lockstep however,
and individual factors exhibit low correlations to one another, as seen below in Exhibit 2.

Equal
Weighted

Exhibit 2: Diversification potential of style factors
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Active return correlations of MSCI single factor indexes over the 25 years ending Dec. 31, 2024.
Source: MSCI

Combining assets — or factors — with low correlations allows investors to take advantage
of diversification, what American economist Harry Markowitz famously referred to as “the
only free lunch in investing.” This is the premise underpinning multi-factor indexes. Single
factor exposure and wide performance dispersion across individual style factors present
active risk, but combining exposures to several uncorrelated factors targets more stable
long-run performance across market cycles.

Unsurprisingly, the demand for multi-factor indexes has grown. However, there is no
single best approach to constructing them. In this paper, we explore several common
methodologies, along with their associated benefits and trade-offs.
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Bringing clarity and control to multi-factor strategies

The MSCI Core Multiple-Factor Indexes are designed to represent the performance The indexes are built using an optimization framework designed to:
of a strategy that seeks higher active exposure to three style factors: value, momentum - Maximize exposure to the three target factors.
and quality. - Maintain ex-ante tracking error of typically 2% relative to parent index.

- Constrain active specific risk, typically to 1%.

Leveraging insights and research from our Barra risk models, MSCI defines the target > Constrain ex-ante beta exposure, close to parent index, to between 0.98 and 1.02.

scores for each factor:

Additional constraints include:

{g} - Active weights for individual securities.
- Exposures to value, momentum and quality target factors.

- Exposures to beta, residual volatility, size, mid-cap, yield, growth and

Momentum Quality —Es
Based on earnings-, Combines the Barra Based on five quality I|qu.|d|ty “O“‘target factors.
asset- and firm-level momentum factor score factors: profitability, > Act!ve sector We|g‘hts.
valuation metrics — with MSCI's proprietary investment quality, > Active country weights.
book-to-price and earnings Analyst Sentiment factor, earnings quality, leverage > Indexturnover.
yield — from the relevant which captures analyst and earnings variability This rules-based, transparent approach seeks to control active risk versus the parent in-
Barra Equity Model. changes across cash flows, from the Barra Equity dex and limit the tracking error contribution from stock-specific risk.
earnings, sales, price targets Model.
and recommendations. The MSCI Core Multiple-Factor Indexes aim to deliver a higher proportion of active return

from exposure to style factors that have historically delivered long-run return premia and,
consequently, limit exposures to uncompensated sources of risk.
The indexes are optimization-based, seeking to maximize factor exposures (per the above
scores), while controlling active risk relative to the Parent Index within an ex-ante tracking
error budget. The indexes also have an active specific risk budget and maintain an ex-ante
beta exposure close to the cap-weighted Parent Index.

Essentially, they target the "sweet spot” on the active risk spectrum, seeking to deliver a
more consistent and focused factor exposure than unconstrained multi-factor approaches,
with modest and more-consistent active risk.

See the full methodology for more details.



https://www.msci.com/documents/10199/ecc2cfae-0766-fa4f-8ce5-0fc3028272f3
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MSCI Core Multiple-Factor Index: Characteristics and performance

MSCI World Core Multiple-Factor Index performance and key metrics (vs. MSCI World Index) MSCI World Core Multiple-Factor Index cumulative performance (vs. MSCI World Index)
Index Performance (USD)

Key Metrics
1000
Total Return* (%) 71 9.8 800
Total Risk (%) 15.5 15.3 600
Return / Risk 0.46 0.64 400
Sharpe Ratio 0.35 0.53
Active Return (%) 0.0 27 200
Tracking Error (%) 0.0 2.0
Information Ratio 1.33
Historical Beta 1.00 0.98 "v”*\A
Number of Constituents*** 1621 473 Y
Turnover** (%) 34 31.4 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022 2024
Price to Book*** 2.3 21 ® MSCI World Index ® World CMF
Price to Earnings*** 18.7 14.7 Period: Nov 30, 2000 to Mar 31, 2025. Gross Returns (USD)
Dividend Yield*** (%) 23 24

Period: Nov 30, 2000 to Mar 31, 2025. * Gross returns annualized in USD ** Annualized one-way index turnover over index reviews *** Monthly averages

Performance (%)

MSCI World Index World CMF

YTD -17 -1.2
1Yr 75 6.4
3Yr 81 10.0
5Yr 6.7 18.7
10 Yr 101 12.0

Gross returns for the period ending Mar 31, 2025. Returns are annualized for periods longer than a year




MSCI World Core Multiple-Factor Index FaCS (Factor Classification Standard) exposures
(vs. MSCI World Index)
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As of Mar 31, 2025. Absolute FaCS exposures capped to the [-1.5, 1.5] range.

MSCI World Core Multiple-Factor Index GEMLTL model active risk forecast (vs. MSCI World Index)
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MSCI World Core Multiple-Factor Index GEMLTL model active risk attribution (vs. MSCI World Index)
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Conclusion

Multi-factor indexes aim to provide diversified
exposure to multiple style factors and overcome
some of the performance challenges caused by
the volatility of single factor indexes. There are
myriad ways to design and construct such indexes,
each having the potential to greatly influence
investment outcomes.

MSCI offers a broad range of multi-factor solutions,
designed to meet individual investor needs. The
MSCI Core Multiple-Factor Indexes leverage
decades of experience, sophisticated risk models
and evolved factor definitions to deliver a focused
and differentiated approach.
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Appendix 1: How many (and which) factors?

The six single factors outlined in Exhibit 1 are a common starting universe when
designing a multi-factor index:

e Value - Securities priced attractively relative to fundamentals or peers.
 Momentum - Stocks with strong recent price performance.

e Quality — Companies with robust financial metrics and strong businesses.
o Volatility — Lower risk securities.

e Size — Smaller-cap stocks.

e Yield - Dividend paying or growing companies.
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Among these, value, momentum and quality, typically serve as the core of multi-factor
indexes due to their return-seeking characteristics, with similar total risk to the broad market,
and relatively low active return correlations to one another.

The other three factors offer trade-offs:

Low volatility — Can be highly diversifying and may provide downturn protection but may 5 1 3 enosu
lower market beta and underperform in bull markets.

Size - Tends to be captured by any non-cap-weighted approach, so it is not always
necessary to explicitly target this factor, since a small size bias would likely be present in
most multi-factor indexes.

Yield — Shares characteristics with and exhibits high correlation to the value factor, so is
often not explicitly targeted by multi-factor indexes.

While different combinations are valid, the MSCI Core Multiple-Factor Indexes focus on 0noas

value, momentum and quality as their foundation. The methodology is flexible enough to

. . . 00 s
support four-, five- or six-factor variants.
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Appendix 2: Key considerations for multi-factor index construction

Top-down versus bottom-up approaches
There are two broad approaches to multi-factor index construction:

Top-down: Combines multiple single-factor index “sleeves” to
create a multi-factor index in a “building block” approach. Pro-
ponents value its transparency and simplicity and the ability to
cleanly attribute performance across the different single-factor
building blocks. It can, however, lead to “factor dilution,” due to
offsetting active stock positions across different single-factor
sleeves cancelling each other and diminishing the active risk,
and factor exposures, of the combined index.

Bottom-up: Selects individual securities based on their attractive-
ness across multiple factors, often using sophisticated risk models
and optimization techniques. Advocates of bottom-up indexes
might argue it leads to a “cleaner” factor exposure and a more
efficient use of active risk budget. Due to its complexity, however,
it can be more difficult to explain why individual securities carry a
certain weight in the final index.

While neither method is necessarily better, we will focus on
optimized bottom-up methodologies, as the approach adopted
by the MSCI Core Multiple-Factor Indexes.

Optimization parameters and objectives

Optimized indexes will be constructed according to pre-determined
objectives and constraints, which dictate the proposed outcome
of the index and the parameters it seeks to achieve. The final
index holdings and characteristics will be very sensitive to these
inputs and, which are therefore very important to consider when
designing and choosing a multi-factor index.

Parameters that are often key optimized index inputs include:

« Exposure to target factors. The primary objective of a
multi-factor index will usually be to maximize exposure to the
desired target factors (value, momentum and quality for the
MSCI Core Multiple-Factor Indexes), within a set of
constraints, such as any, or all, of the following.

« Exposure to non-target factors. Sometimes exposure to
non-target factors, such as growth, are explicitly constrained
close to zero, to ensure that index performance is not unduly
impacted by unintended, or incidental, exposures

« Total risk / volatility. Multi-factor indexes might target a total
risk level with respect to the parent index. The target total risk
level will depend on the chosen factors, since low volatility
tends to dampen risk relative to the broad market.

« Tracking error [ active risk. Unconstrained multi-factor
indexes can exhibit significant active risk versus the parent
index, even when targeting total volatility similar to the broad
market. Some approaches may therefore impose upper limits
on tracking error.

« Marketrisk / beta. Unconstrained multi-factor indexes,
particularly those targeting the low volatility factor, are prone
to reduced market exposure and beta below 1. This can cause
underperformance during market rallies.

« Stock-specific / idiosyncratic risk. Stock-specific risk is not
expected to be compensated through time, so controlling the
idiosyncratic contribution to tracking error targets more factor
exposure and “less noise.”

» Active security, sector and country weights. While a degree
of active positioning relative to the parent index is necessary
to generate factor exposures, controlling active exposures
from stocks, sectors and countries allows for a more efficient
allocation of active risk.

» Index turnover. Controlling turnover at each index rebalance
allows the index to strike a balance between capturing more
factor exposure versus managing transaction costs.

Factor definitions and descriptors

The descriptors or “signals” used to define and measure each
factor can significantly impact the outcome of any factor index.

In line with our philosophy of continual index evolution and
innovation, MSCI has included several factor descriptor
enhancements within the new MSCI Core Multiple-Factor
Index methodology:

We have included a new Analyst Sentiment signal within the
momentum factor, comprised of changes in analyst views across
multiple dimensions including cash flows, earnings, sales, price
recommendations and analyst recommendations.

Our analysis ﬁevealed that Analyst Sentiment has been a robust
i fated investment factor with low correlation to other

factors such as value, quality and momentym-—Foranin-gepth
discussion of the Analyst Sentiment factor gee here.

We have also adjusted the allocation across the individual
descriptors underpinning our quality factor, aligning the
descriptor weights with best practices within the Barra Equity
Models and MSCI Factor Classification Standard (FaCS) dataset.


https://www.msci.com/documents/10199/b247fad5-715b-7f86-1279-56064505a7bb
https://www.msci.com/documents/10199/b247fad5-715b-7f86-1279-56064505a7bb
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About MSCI

MSCl is a leading provider of critical decision support tools and services
for the global investment community. With over 50 years of expertise in
research, data and technology, we power better investment decisions by
enabling clients to understand and analyze key drivers of risk and return
and confidently build more effective portfolios. We create industry-leading
research-enhanced solutions that clients use to gain insight into and
improve transparency across the investment process.

To learn more, please visit

The information contained herein (the “Information”) may not be reproduced or redisseminated in whole or in part without
prior written permission from MSCI. The Information may not be used to verify or correct other data, to create any derivative
works, to create indexes, risk models, or analytics, or in connection with issuing, offering, sponsoring, managing or marketing
any securities, portfolios, financial products or other investment vehicles. 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 or MSCI index
or other product or service constitutes an offer to buy or sell, or a promotion or recommendation of, any security, financial
instrument or product or trading strategy. Further, none of the Information or any MSCI index 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. MSCI ESG and climate ratings, research and data are produced by MSCI ESG Research LLC, a subsidiary
of MSCI Inc. MSCI ESG Indexes, Analytics and Real Estate are products of MSCI Inc. that utilize information from MSCI

ESG Research LLC. MSCI Indexes are administered by MSCI Limited (UK) and MSCI Deutschland GmbH. The Information is
provided “as is” and 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 MSCI INC. OR ANY OF ITS SUBSIDIARIES OR ITS OR THEIR DIRECT OR INDIRECT SUPPLIERS OR ANY
THIRD PARTY INVOLVED IN MAKING OR COMPILING THE INFORMATION (EACH, AN “INFORMATION PROVIDER”) MAKES
ANY WARRANTIES OR REPRESENTATIONS AND, TO THE MAXIMUM EXTENT PERMITTED BY LAW, EACH INFORMATION
PROVIDER HEREBY EXPRESSLY DISCLAIMS ALL IMPLIED WARRANTIES, INCLUDING WARRANTIES OF MERCHANTABILITY
AND FITNESS FOR A PARTICULAR PURPOSE. WITHOUT LIMITING ANY OF THE FOREGOING AND TO THE MAXIMUM
EXTENT PERMITTED BY LAW, IN NO EVENT SHALL ANY OF THE INFORMATION PROVIDERS 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. Privacy notice: For information about
how MSCI collects and uses personal data, please refer to our Privacy Notice at https://www.msci.com/privacy-pledge.

©2025 MSCI Inc. All rights reserved | CBR0525

Connect with us

Americas

United States

+1 888 588 4567 (toll free)

Canada
+1 416 628 1007

Brazil
+55 11 4040 7830

Mexico
+52 811253 4020

Asia Pacific

China
North: 10800 852 1032 (toll free)
South: 10800 152 1032 (toll free)

Hong Kong

+ 852 2844 9333

India

+ 9122 6784 9160
Malaysia

1800818185 (toll free)
South Korea

800 852 3749 (toll free)
Singapore

800 852 3749 (toll free)
Australia

+612 9033 9333
Taiwan

008 0112 7513 (toll free)
Thailand

0018 0015 6207 7181 (toll free)
NETOE]]

+813 4579 0333

Europe, Middle East & Africa

South Africa
+ 27 21673 0103

Germany
+ 4969 133 859 00

Switzerland
+ 4122 817 9777

United Kingdom
+ 44 20 7618 2222

Italy
+ 39 02 5849 0415

France
+ 33 17 6769 810

10



	msci.com
	msci.com rev



