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Corporate Bond Factors —a new kid on the (factor) bloc?

Equity factors exhibited another challenging year during 2024 as only Low Risk in Europe and — surpris-
ingly — Value within US outperformed market cap benchmarks, at least as “purified” risk factors are
concerned. The overall trend of equity factors underperforming their market cap counterparts’ dates
to 2017 for many single factors as well as for multifactor concepts. Value and Size stand out as the
factors exhibiting the largest drawdowns. Long/Short has done materially better than Long Only rel-
ative (Smart Beta), but most investors don’t pay any attention as they typically hold their exposure in
Long Only, even though most empirical research is based on Long/Short.

The major contributor to this disappointing outcome has been the ongoing concentration process in
major equity benchmarks in all major regions, which brought us descriptions as FAANG, Magnificent 7
or GRANOLAS in Europe. And as all active strategies — and in this sense systematic risk factors are not
different to alpha seeking strategies — need dispersion to perform, a lack of “breath” shrinks the op-
portunity set and naturally lowers the expected return.

Perhaps, the ultimate pressure on market concentration might have come to an end as the aggregate
weight of the top ten names in Europe declined from more than 21% in January 2024 to just over 19%
recently. Moreover, Value within the US might have turned the corner and might enjoy better times
ahead but in Europe, the performance of Value seems to be still far away from a turnaround, let alone
a stabilisation.
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Exhibit1: iSTOXX Value Europe and USA relative to their MCAP benchmarks; Source: STOXX, Alpha Centauri calculations

Quite naturally, long phases of underperformance or drawdowns are shaking investors beliefs as well
as those from academic researchers to the very foundations. Publications from IPE (“Have factor
strategies had their day?”), Invesco (“Global Systematic Investment Study”) and UBS (“Investment Re-

turns Yearbook 2024”) all released during November and December of 2024 are a confirmation of that.



https://www.ipe.com/special-reports/have-factor-investing-strategies-had-their-day/10075960.article
https://www.ipe.com/special-reports/have-factor-investing-strategies-had-their-day/10075960.article
https://www.invesco.com/us/en/insights/invesco-global-systematic-investing-study.html
https://www.ubs.com/global/en/investment-bank/insights-and-data/2024/global-investment-returns-yearbook.html
https://www.ubs.com/global/en/investment-bank/insights-and-data/2024/global-investment-returns-yearbook.html

But what is overlooked quite often is, that large losses or longer phases of drawdowns are quite normal
in capital markets — many equity markets, i.e. Europe or Japan, or bond markets after the second world
war or more recently since 2021 are examples. And factors are no exception as the table shows.
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Exhibit2: Equity factor premia drawdowns; Source: Dimson, Marsh, Staunton in “UBS Investment Returns Yearbook 2024”

As the old saying goes, “nights are always darkest before the dawn” and perhaps we will see better
times ahead for equity factors, but the experience since 2017 naturally leads to the question, if there
is something like a “common factor risk in risk factors”? Because even purified factors exhibited a
quite high commonality in their behaviour over that timeframe, something which has been quite rare
in history - and the fact, that Long/Short did materially better than their Smart Beta counterparts imply
guestions like that.

Apart from equities, the three publications mentioned above show, that investors are still looking for
“undiscovered territory” in risk premia space. Fixed income, especially corporate bonds, are one of
the areas in focus. When looking at alternative risk factors across asset classes, corporate bonds stand
out as the asset class with the smallest offering except some simple carry strategies (long high
yield/short investment grade) or variance risk premia (implied vs. realized volatility).

Moreover, even the number of research publications is tiny compared to what we have seen in equity
factors over the last 30 years let alone investment solutions. Despite its size, uncovering factors in
corporate bonds is much more difficult compared to equities because of stale pricing, illiquidity, op-
tionality data quality and -history to name a few.

The fact that corporate bonds and equities are both part of the liabilities of companies balance sheets,
inspires researchers and investors alike to find similar factor exposures in the cross section of markets.
But it seems quite difficult to extract and verify them let alone to convert these findings into invest-
ment products.



Prof. Marsh, Dimson and Staunton dedicated a longer chapter on corporate bond factors within the
UBS Investment Returns Yearbook 2024 and separated publications along metrics used by researchers
into three categories:

e  Bonds Only with metrics which are unique for bonds like duration, ratings etc.
Example: Factor Investing in the Corporate Bond Market, (Houweling/van Zundert; 2014)

e Equity Only which imply co-integration or spillovers from equities to bonds and which ex-
plain equity returns and risk in the cross section
Example: Common Equity Factors in Corporate Bond Markets (Bektic et al.; 2017)

e Crossover where researchers used bond characteristics as well as equity metrics to ex-
tract factors from corporate bonds
Example: Common factors in corporate bond returns (Israel/Palhares/Richardson; 2015)

Houweling/van Zundert tested on value, size, momentum and low risk and found statistically signifi-
cant results on all factors, while the results of Bektic et al. using a Fama/French setup were disappoint-
ing. Israel/Palhares/Richardson tested on carry, low risk, momentum and value and discovered strong
risk adjusted returns.

Apart from that, Marsh, Dimson and Staunton elaborated on studies dealing with replication problems
in corporate bonds — something which sounds familiar to factor investors since the discussion came
up with respect to equities a couple of years ago. One of the conclusions of these studies: “Overall,
robust evidence for common factor pricing in corporate bonds remains elusive”.

But as Marsh, Dimson and Staunton put it at the end of their article: “Corporate bonds are a separate
asset class and cannot be replicated by a combination of bonds and equities”. And from our point of
view, this makes researching corporate bond factors and trying to put the results into investment so-
lutions so interesting and perhaps - financially rewarding.


https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2516322
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2961848
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2576784

Factor performance:

As mentioned above, equity factors exhibited another disappointing year in 2024. In Europe, only Mo-
mentum outperformed during the 4™ quarter, while value and size underperformed, leaving carry, low
risk and quality roughly in line with the overall market. Different situation within US, where low risk
outperformed, carry and momentum found themselves underperforming considerably and all other
single factors quite flat.

Looking at full-year results, low risk outperformed in Europe while momentum was in line with bench-
mark. Carry posted a slightly negative results while value and size got crushed again underperforming
by more than 2 times their ex-ante tracking error of 3%. US factors exhibited a similar outcome with
respect to the fact, that only one factor -surprisingly value — outperformed while all others posted
underperformance compared to market cap benchmark.
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Exhibit3: iSTOXX factors Europe and USA relative to their MCAP benchmarks; Source: STOXX, Alpha Centauri calculations



This document is provided for your information only and does not represent an offer nor a
solicitation to make an offer for purchase or sale of certain products. The validity of infor-
mation and recommendations is limited to the time of creation of these documents and can
be subject to changes depending on the market situation and your objectives. We recommend
consulting your tax consultant or legal advisor before investing.

This document contains information obtained from public sources, which we deem to be reli-
able. However, we cannot guarantee the accuracy of such information.

Past performance cannot be regarded as an indicator of future performance. It should also be
considered that the products presented under certain circumstances are not adequate in re-
gard to the individual investment objectives, portfolio and risk structure for the respective
investor.

Legal and tax subjects that may be resulting from these documents have to be regarded as
non-binding advice without exception which cannot replace a detailed counseling by your law-
yer, tax consultant and/or auditor.

Please note that these documents are not directed to citizens of the United States of America
and are not to be distributed in the United States of America.



