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The present document constitutes a response to the report published by Mercer in November 
2017 entitled “Factor Investing: From Theory to Practice”. In ERI Scientific Beta’s view, the 
Mercer report is representative of undocumented opinions on factor investing and as such is 
liable to misinform investors. While extensive serious academic research supports factor investing, 
and also points out its limitations, it is a shame for experts such as Mercer to take opinions 
that have rarely been documented and to establish conclusions that will have a considerable 
impact on investors, given Mercer’s status as a consultant. There is ultimately no empirical 
evidence supporting Mercer's allegations against factor investing, hence they are just unfounded 
assertions. 

In the end, by trying to sell active investment management in multi-factor investing to the 
detriment of passive investment management, Mercer misses out on the real question, which is 
that of the robustness of multi-factor investing offerings, whether active or passive.

The present document has been structured in order to respond specifically to Mercer’s report, 
but if the reader wishes to explore our criticism of factor investing misconceptions further, our 
publication “Ten Misconceptions about Smart Beta: Analysing Common Claims on Performance 
Drivers, Investability Issues and Strategy Design Choices” which is accessible here. 

Introduction

https://www.mercer.com/our-thinking/wealth/factor-investing-from-theory-to-practice.html
http://docs.scientificbeta.com/Library/External/Research_Publications/EDHEC_Position_Paper_Ten_Misconceptions_about_Smart_Beta
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Mercer:
The topic of factor investing has been hard to ignore in the last few years. Many new products 
(often termed smart beta) have been launched, seemingly offering a “silver bullet” for investors, 
claiming sustainable excess returns with high levels of transparency and very low fees. 

ERI Scientific Beta:
It should be underlined that, at the instigation of EDHEC-Risk Institute and others, there has 
been significant discussion in the industry on smart beta products’ sources of performance, i.e. 
exposure to rewarded risk factors and/or diversification of unrewarded idiosyncratic risk, both of 
which are supported by decades of academic research, and an exploration of the time- and state-
dependencies of factor risk premia and of their impact on product conditionality. Suggesting that 
smart beta products are routinely presented as “silver bullets” may be useful rhetorical artifice 
in the context of this note but mischaracterises the significant efforts that responsible providers 
have made to improve understanding of the field, including through publications in scientific 
journals.

Mercer:
Mercer has been advising on factor exposures in equity portfolios for well over a decade, including 
recommending a dedicated low volatility exposure since 2010 and a five factor framework for 
building robust equity portfolios since 2014. In this paper, we re-examine factor focused “smart 
beta” strategies in the context of long-only equity investing and consider the practical benefits and 
challenges they bring. 

ERI Scientific Beta:
EDHEC-Risk Institute has covered smart beta for a decade, critically analysing alternatively-
weighted indices (2008), proposing a practical implementation of modern portfolio theory’s 
tangency portfolio (2008) and extending it to the consideration of ESG policies (2009), introducing 
the Smart Beta 2.0 framework (2013) to analyse and control the risks of smart beta investing and 
applying it to the design of smart factor indices as practical answers to the two main limitations 
of capitalisation-weighted indices, pioneering static and risk-based dynamic multi-smart factor 
investing (2014), reconciling the consideration of factor interactions with top-down multi-factor 
portfolio construction (2017). EDHEC-Risk Institute has also campaigned for better investor 
protection and greater transparency in the indexing industry and contributed to regulatory 
advances.

Comments
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Mercer:
Factor investing strategies are not clearly defined and cover a broad range of capabilities and 
approaches. Equally, factor investing is not a new concept; academics and practitioners have been 
considering the relationships between the characteristics of stocks and their expected returns 
for decades, and some single factor products have been around since the mid-2000s. However, 
since 2014 a new range of strategies have been developed that use systematic techniques to gain 
exposure to a range of well-known risk or style premia in a low cost and transparent way. These are 
offered as both indices and active (factor) strategies. A summary of our views on these strategies, in 
the context of the broader universe of approaches to equity investing, is set out as follows:

ERI Scientific Beta:
Factor investing has been practised (consciously or not) by active managers at least since the 1930s; 
renewed interest in the field has been prompted by widely publicised research underscoring that the 
bulk of global portfolio performance could typically be explained by exposure to well-documented 
factors and that exposure to these factors could be established in a transparent, systematic 
and low cost manner. The clarity of this proposal has deteriorated due to the use of proprietary 
adjustments to time-tested consensual factor definitions in factor indices and the offering of factor 
timing strategies, both of which are attempts at reintroducing alpha into factor-based smart beta 
investing. 

Mercer:
Factor investing is not a passive approach. Factor strategies and factor indices are active 
approaches, since all such strategies involve material deviations from the market cap index (that 
only truly passive approach). In addition factor strategies can be complex, require active decisions 
and (like all active approaches) do not guarantee success. 

ERI Scientific Beta:
Market-cap indices are highly exclusive and dynamic in respect of their constituents as underlined 
by Ranaldo and Häberle (2008), so it is incorrect to describe them as truly passive. In addition, very 
unrealistic assumptions are required to make the market portfolio efficient to justify it being held 
by all investors and capitalisation-weighted indices are poor proxies of the market portfolio anyway 
(Goltz and Le Sourd, 2011). By definition, systematic factor strategies (e.g. packaged as factor 
indices) are systematic and do not require discretionary decisions (beyond those made to maintain 
the universe of their parent cap-weighted indices). Neither systematic nor discretionary strategy 
management guarantees success but the performance of the former can be more readily analysed 
and understood.  Factor strategies exist in systematic and discretionary forms and it is inappropriate 
to blame systematic factor indices for the limitations associated with discretionary active factor 
strategies.
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Mercer:
For investors facing few governance or fee constraints, we believe that truly unconstrained 
active strategies offer the potential to capture factor returns in an intelligent way, while 
also benefiting from market awareness and idiosyncratic alpha, potentially improving returns, 
controlling risk and enhancing diversification. 

ERI Scientific Beta:
Everyone is entitled to their beliefs, but investors would benefit if such beliefs were solidly 
grounded in scientific research, i.e. evidence-based as opposed to faith-based. Contrary to what 
is assumed here, it is perfectly possible to design market-aware dynamic factor strategies that 
remain fully systematic and highly diversified; these strategies even exist in the long/short space 
with some offering zero exposure to broad equity market risk. Free-lunch diversification is about 
cancelling idiosyncratic risk, so it is surprising to see concentration (codename idiosyncratic alpha) 
cited as a way to enhance diversification. The inability of active managers to produce alpha from 
stock picking and market timing in a robust manner is solidly established and casts grave doubts 
on the value added by manager selection (beyond that of organisational due diligence) in theory. 
The extant scientific evidence does not allow discretionary (a.k.a. active) management (or 
systematic strategies that embed significant market timing for that matter) to be recommended.

Mercer:
Active multi-factor strategies are an appealing option when there is the need for a single low-
cost solution, diversity by factor and transparency. However, approaches vary hugely and each 
factor strategy needs to be considered on its own merits. 

ERI Scientific Beta:
It is unclear why active, low cost and transparency are used in the same sentence; we suspect 
a typo. We agree, however, that each factor strategy needs to be considered on its own merits, 
including systematic ones.

Comments



Mercer:
Factor indices can be dangerous. They tend to be naïve in their approach and static in their 
design. In the case of public indices, rebalancing may be gamed by other investors and they may be 
prone to crowding (especially where such strategies are offered in exchange traded fund format). 
Although we are generally cautious of index approaches, those that are better able to deal with 
these issues can offer an alternative to simple market cap index replication with higher return 
potential and only a marginal fee increase. 

ERI Scientific Beta:
Assessing crowding risk requires research, not just anecdotes and there is little reason to be 
concerned about crowding if factor returns reward the taking of systematic risk (Ten Misconceptions 
about Smart Beta, ERI, 2016). The risks of crowding and front-running are more significant with the 
“truly passive” approaches mentioned above than with properly designed factor indices. One major 
mitigation mechanism against these purported risks is diversification and it is also documented 
to increase factor and multi-factor index performance (Amenc et al., 2016 and Amenc et al., 2017, 
respectively); it can also be observed that turnover control mechanisms embedded in smart beta 
indices make predicting rebalancing decisions more involved and that investability filters and 
controls applied to smart beta strategies mitigate concentration in and trading of less liquid stocks, 
which could be more susceptible to price pressure around rebalancing. It should also be underlined 
that institutional investors generally allow tracking error relative to their smart beta benchmarks 
so as to improve replication. Hence they need not execute all of their rebalancing trades on the 
rebalancing date and have leeway to engage in optimal execution strategies to improve the risk/
return profile of replication.  In this regard, research has documented that mechanically spreading 
rebalancing trades does not materially impact the tracking performance of well-diversified factor 
indices (Esakia et al., 2017). Flexibility of replication implementation further reduces opportunities 
third parties have to game the rebalancing of public smart beta indices. Research (see Esakia et al., 
2017) and live track records have indeed documented that well-designed factor indices can add 
statistically and economically significant value over traditional benchmarks net of their slightly 
higher licensing costs and larger turnover costs.

Comments
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Mercer:
In summary, factor strategies vary hugely and should be considered a form of active management. 
Even when offered in index format, some factor strategies can play a useful role in building robust 
equity structures, bringing cost and transparency benefits. However, as with all active approaches, 
investors need to ensure that they have a full understanding of each strategy’s characteristics, 
pitfalls and expectations before investing. 

ERI Scientific Beta:
Indeed not all factor and smart beta strategies are created equal and it has been a mainstay of 
EDHEC-Risk Institute research and outreach efforts to draw investors’ attention to the need to 
perform quantitative due diligence on these. It is disingenuous to describe all smart beta and 
factor strategies as active. Although they entail risks relative to capitalisation-weighted indices, 
the latter are not efficient investment vehicles and not necessarily relevant benchmarks for asset 
management or asset-liability management. Furthermore, the distinction between systematic and 
discretionary strategies is extremely important as only fully transparent systematic strategies can 
provide investors with the data required for in-depth quantitative diligence to measure the risks, 
costs and potential benefits of strategies and assess their suitability in the context of their risk and 
investment management needs and constraints (Ducoulombier, 2014).

 
Mercer:
The attractions of factor strategies will vary depending on investor circumstances and beliefs. 
However, we highlight the following potential actions for consideration: Investors with a 
(traditional) actively managed equity portfolio should ensure that the portfolio is well-diversified 
by style factor. To the extent that such portfolios are over/underexposed to certain factors, actively 
managed (as opposed to index) factor strategies may play a useful role in plugging any gaps (that 
is, as a “completion portfolio”). 

ERI Scientific Beta:
There is no disclosed basis that would make the case for the superiority of actively managed 
factor strategies in the context of completion portfolios; on the face of it, the systematic nature of 
factor indices make their factor characteristics more predictable, which is a material benefit for risk 
management/completion applications.

Comments



Mercer:
Investors who are able to develop a higher degree of conviction in the investment case for factor 
exposures than they can for traditional active management may wish to hold a core of their equity 
exposure in active (non-index) multi-factor strategies. This reflects the fact that an investor’s 
conviction level will play an important role in determining the likelihood that an investor holds on 
to a manager during periods of underperformance versus market cap.

ERI Scientific Beta:
Convictions about investment strategies should be based on the scientific evidence supporting 
their purported sources of performance and product due diligence confirming that the investment 
process efficiently uses these sources of performance to produce the risk/return profile sought 
by the investor. Investors requiring extra support during periods of underperformance – which 
provide a risk-based justification for the higher returns associated with factor exposures – should 
award mandates to index providers that have demonstrated their research credentials and can 
commit to ongoing risk and performance reporting and dialogue. The extant empirical evidence 
clearly favours the use of systematic strategies in the core of the equity portfolio and the relegation 
of active management to satellites; this organisation not only improves performance and its 
robustness, but also reduces fees. Static blending of factors has been documented to reduce the 
risk of underperformance relative to capitalisation-weighted benchmarks (Amenc et al., 2014) and 
risk-based dynamic allocation can be used to further reduce this risk, assuming it makes sense from 
an asset-liability management point of view; this does not require discretionary management.

 
Mercer:
Investors who already make use of traditional quant strategies may wish to review such holdings 
against comparable (but typically lower cost) actively managed multi-factor strategies. In some 
cases, investors may find that a well-constructed active multi-factor strategy offers very similar 
factor biases and portfolio oversight to a traditional quant strategy, but at a lower fee level. 

ERI Scientific Beta:
Here again, there is no basis for preferring actively managed to systematic multi-factor strategies 
for quantitative strategy substitution applications. Where dynamic risk management is required, it 
can be provided in a systematic manner.

Comments
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Mercer:
Investors making use of factor indices may wish to compare such approaches against active multi-
factor strategies. For a relatively small increase in fee level, active multi-factor approaches offer 
superior risk management and portfolio evolution over time. 

ERI Scientific Beta:
Risk-based dynamic multi-factor allocation that is provided in a systematic manner offers superior 
risk management to static approaches without introducing the risks associated with discretionary 
decision processes and is offered at a lower cost than the active multi-factor approaches advertised 
by Mercer.

Mercer:
Investors with largely passively managed (market cap) equity holdings may wish to consider 
introducing some exposure to actively managed or index-based multi-factor strategies. Although 
we would not advocate replacing a large passive equity portfolio in its entirety with a single multi-
factor approach (due to a desire to control the risk allocated to a single active strategy), investing a 
portion of the portfolio in a multi-factor approach offers the potential for an improvement in risk-
adjusted returns. 

ERI Scientific Beta:
The case for low-cost systematic strategies in the core portfolio, rather than higher cost discretionary 
strategies, remains just as strong today as it was when these investors defined their portfolio 
organisation. At the same time, there is growing acceptance that systematic strategies addressing 
the main issues associated with capitalisation-weighted benchmarks – notably their detrimental 
and unmanaged exposures to rewarded risk factors and lack of diversification of idiosyncratic risk – 
can be used in the core in complement to traditional benchmarks or, where governance so allows, 
as a replacement for these inefficient investment portfolios.

Comments
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The Mercer report is an all-out attack against evidence-based investment. As such, it cannot but be 
grounded on beliefs. It turns out that Mercer’s investment beliefs align nicely with their bottom line 
but not so much with the bottom lines of end-investors. Mercer correctly underlines the added-value 
potential of smart beta and factor strategies and the need for proper due diligence on smart beta and 
factor investing strategies, but then recommends discretionary solutions by argument of authority 
or by peddling (debunked) clichés on systematic strategies.  It also appears Mercer is not aware, or 
prefers to ignore, that dynamic risk management can be woven into systematic factor strategies. 
If Mercer has evidence that, contrary to scientific research, it can reliably identify discretionary 
strategies that outperform on a risk-adjusted basis, it should be presented. While not surprising, it 
is particularly distressing to see an advisor that also sells active investment management dismiss 
systematic strategies and reintroduce alpha into smart beta. Only fully-transparent systematic 
strategies can provide investors with the data required for in-depth quantitative diligence to measure 
the risks, costs and potential benefits of strategies and assess their suitability in the context of their 
risk and investment management needs and constraints. In addition, one should always keep in mind 
that it is the lack of persistent success in stock picking and market timing that has led an increasing 
number of institutional investors to shift towards passive strategies and that it is the realisation that 
the performance of active management programmes comes from exposure to well-documented 
systematic factors that has reignited the interest in factor-based investing.

Finally, Mercer has communicated widely on the dangers of the naivety and static design of factor 
indices. Here too, it would be relevant to refer to the basic principles of asset pricing and statistics 
generally. What makes any investment strategy dangerous is its lack of robustness. In factor investing, 
the danger is to hold portfolios concentrated in a small number of stocks: the factor champions that 
represent a high factor intensity strategy. These portfolios are exposed to a very high level of both 
idiosyncratic and model mining risk because the definition of highly-sophisticated multivariate factor 
proxies provides room for in-sample optimisation to the detriment of out-of-sample robustness. Here 
again, even though the question arises of the out-of-sample representativity of strategies whose 
track records are essentially backtested, it is a shame that Mercer did not refer to the limitations of 
these backtested track records in order to shed serious light on the dangers of factor investing and 
the means of limiting these dangers. In the end, by trying to sell active investment management in 
multi-factor investing to the detriment of passive investment management, Mercer misses out on 
the real question, which is that of the robustness of multi-factor investing offerings, whether active 
or passive. We refer readers to two white papers that we published recently on the “Robustness of 
Smart Beta Strategies” (Amenc et al., July 2016, accessible here) and the limitations of bottom-up 
approaches that prefer to look for factor champions  (Amenc et al., “Why we do not Believe that 
Maximising Factor Intensity at Stock Level is a Robust Approach to Multi-Factor Investing,” July 2017, 
accessible here). 
 

Conclusion

http://docs.scientificbeta.com/Library/External/White_Papers/ERI_Scientific_Beta_Publication_Robustness_Smart_Beta_Strategies
http://docs.scientificbeta.com/Library/External/White_Papers/ERI_Scientific_Beta_Publication_Maximising_Factor_Intensity


References

17



18
An ERI Scientific Beta Publication — ERI Scientific Beta Comments on the Mercer Report  “Factor Investing: From Theory to Practice” — January 2018
Copyright © 2018 ERI Scientific Beta. All rights reserved. Please refer to the disclaimer at the end of this document.

• Amenc, N., F. Ducoulombier, F. Goltz and J. Ulahel. 2016. Ten Misconceptions about Smart Beta: 
Analysing Common Claims on Performance Drivers, Investability Issues and Strategy Design Choices. 
EDHEC-Risk Institute Position Paper (June).

• Amenc, N., F. Ducoulombier, F. Goltz, A. Lodh and S. Sivasubramanian. 2016. Diversified or 
Concentrated Factor Tilts? Journal of Portfolio Management (Winter). 

• Amenc, N., F. Goltz, A. Lodh and S. Sivasubramanian. 2016. Robustness of Smart Beta Strategies. ERI 
Scientific Beta White Paper (July).

• Amenc, N., F. Goltz, L. Martellini and P. Retkowsky. 2010. Efficient Indexation: An Alternative to Cap-
Weighted Indices. EDHEC-Risk Institute Publication (January).

• Amenc, N. and F. Goltz. 2013. Smart Beta 2.0, Journal of Index Investing (Winter).

• Amenc N., F. Goltz, A. Lodh and L. Martellini. 2014. Towards Smart Equity Factor Indices: Harvesting 
Risk Premia without Taking Unrewarded Risks. Journal of Portfolio Management (Summer).

• Amenc, N., F. Goltz and S. Sivasubramanian. 2017. Why we do not Believe that Maximising Factor 
Intensity at Stock Level is a Robust Approach to Multi-Factor Investing. ERI Scientific Beta White 
Paper (July).

• Amenc, N., F. Ducoulombier, M. Esakia, F. Goltz and S. Sivasubramanian. 2017. Accounting for Cross-
Factor Interactions in Multi-Factor Portfolios without Sacrificing Diversification and Risk Control. 
Journal of Portfolio Management, Special QES Issue 43 (5): 99-114.

• Ducoulombier, F. 2014. Index Transparency – Recent Regulatory Developments, Investment & 
Pensions Europe, EDHEC-Risk Institute Research Insights supplement (Winter): 7-9.

• Esakia, M., F. Goltz, S. Sivasubramanian and J. Ulahel. 2011. Smart Beta Replication Costs. EDHEC-
Risk Institute Publication (February).

• Goltz, F. and V. Le Sourd. 2011. Does Finance Theory Make the Case for Capitalization-Weighted 
Indexing? Journal of Index Investing 2(2): 59-75.

• Martellini, L. 2008. Towards the Design of Better Equity Benchmarks: Rehabilitating the Tangency 
Portfolio from Modern Portfolio Theory. EDHEC-Risk Institute Working Paper. 

• Mercer, Factor Investing: From Theory to Practice. November 2017.

• Ranaldo, A. and R. Häberle. 2008. Wolf in Sheep's Clothing: The Active Investment Strategies behind 
Index Performance. European Financial Management 14: 55–81.

References



About ERI Scientific Beta

19



EDHEC-Risk Institute set up ERI Scientific Beta in December 2012 as part of its policy of transferring 
know-how to the industry. ERI Scientific Beta is an original initiative which aims to favour the adoption 
of the latest advances in “smart beta” design and implementation by the whole investment industry. 
Its academic origin provides the foundation for its strategy: offer, in the best economic conditions 
possible, the smart beta solutions that are most proven scientifically with full transparency of both 
the methods and the associated risks. Smart beta is an approach that deviates from the default 
solution for indexing or benchmarking of using market capitalisation as the sole criterion for 
weighting and constituent selection.

EDHEC-Risk Institute considers that new forms of indices represent a major opportunity to put into 
practice the results of the considerable research efforts conducted over the last 30 years on portfolio 
construction. Although these new benchmarks may constitute better investment references than 
poorly-diversified cap-weighted indices, they nevertheless expose investors to new systematic and 
specific risk factors related to the portfolio construction model selected. 

Consistent with a full control of the risks of investment in smart beta benchmarks, ERI Scientific Beta 
not only provides exhaustive information on the construction methods of these new benchmarks 
but also enables investors to conduct the most advanced analyses of the risks of the indices in the 
best possible economic conditions. 

Lastly, within the context of a Smart Beta 2.0 approach, ERI Scientific Beta provides the opportunity 
for investors not only to measure the risks of smart beta indices, but also to choose and manage 
them. This new aspect in the construction of smart beta indices has led ERI Scientific Beta to build 
the most extensive smart beta benchmarks platform available which currently provides access to a 
wide range of smart beta indices.
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Disclaimer
Copyright © 2018 ERI Scientific Beta. All rights reserved. Scientific Beta is a registered trademark 
licensed to EDHEC Risk Institute Asia Ltd (“ERIA”). All information provided by ERIA is impersonal and 
not tailored to the needs of any person, entity or group of persons. Past performance of an index is 
not a guarantee of future results.

This material, and all the information contained in it (the “information”), have been prepared by ERIA 
solely for informational purposes, are not a recommendation to participate in any particular trading 
strategy and should not be considered as an investment advice or an offer to sell or buy securities. The 
information shall not be used for any unlawful or unauthorised purposes. The information is provided 
on an "as is" basis. Although ERIA shall obtain information from sources which ERIA considers reliable, 
neither ERIA nor its information providers involved in, or related to, compiling, computing or creating 
the information (collectively, the "ERIA Parties") guarantees the accuracy and/or the completeness 
of any of this information. None of the ERIA Parties makes any representation or warranty, express 
or implied, as to the results to be obtained by any person or entity from any use of this information, 
and the user of this information assumes the entire risk of any use made of this information. None 
of the ERIA Parties makes any express or implied warranties, and the ERIA Parties hereby expressly 
disclaim all implied warranties (including, without limitation, any implied warranties of accuracy, 
completeness, timeliness, sequence, currentness, merchantability, quality or fitness for a particular 
purpose) with respect to any of this information. Without limiting any of the foregoing, in no event 
shall any of the ERIA Parties have any liability for any direct, indirect, special, punitive, consequential 
or any other damages (including lost profits) even if notified of the possibility of such damages. All 
Scientific Beta indices and data are the exclusive property of ERIA.

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. In many cases, hypothetical, back-tested results were achieved by means of 
the retroactive application of a simulation model and, as such, the corresponding results have inherent 
limitations. The index returns shown do not represent the results of actual trading of investable 
assets/securities. ERIA maintains the index and calculates the index levels and performance shown 
or discussed, 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 investment 
funds that are intended to track the performance of the index. The imposition of these fees and 
charges would cause actual and back-tested performance of the securities/fund to be lower than the 
index performance shown. Back-tested performance may not reflect the impact that any material 
market or economic factors might have had on the advisor’s management of actual client assets.

The information may be used to create works such as charts and reports. Limited extracts of information 
and/or data derived from the information may be distributed or redistributed provided this is done 
infrequently in a non-systematic manner. The information may be used within the framework of 
investment activities provided that it is not done in connection with the marketing or promotion of 
any financial instrument or investment product that makes any explicit reference to the trademarks 
licensed to ERIA (ERI SCIENTIFIC BETA, SCIENTIFIC BETA, SCIBETA, EDHEC RISK and any other trademarks 
licensed to ERIA) and that is based on, or seeks to match, the performance of the whole, or any part, 
of a Scientific Beta index. Such use requires that the Subscriber first enters into a separate license 
agreement with ERIA. The information may not be used to verify or correct other data or information 
from other sources.
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