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Parametric’s Value, Momentum & Profitability (VMP) Strategy represents
a factor-based style of investing. The strategy offers exposure to value,
momentum, and profitability factors in a single portfolio. All three chosen factors
have historically been rewarded in the marketplace and are commonly referred
to as smart-beta factors. Empirical evidence supports both risk-based and
behavioral reasons for the premium earned by each of these factors. As these
underlying reasons are likely to persist in the future, this strategy offers the
potential for future long-term outperformance.
In this paper we discuss the motivation behind choosing these three factors
and present how to construct the multi-factor portfolio in a risk-efficient way.
We also present backtested performance and characteristics of the strategy
relative to the broad market index.
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Parametric’s Value, Momentum & Profitability Strategy is an alternative to traditional active
management. Instead of focusing on company-specific research and developing a concentrated
portfolio with high idiosyncratic risk, a factor-based approach displays the investor’s desired
characteristics in a diversified equity portfolio. But the intuition behind the VMP strategy is very
similar to what many active managers do when building their highly concentrated portfolios;
their goal is to find profitable stocks that trade at a reasonable level of valuation.
The idea is to invest in inexpensive companies that will generate profits, since such stocks
should earn higher profits per dollar of investment. To guard against the possibility that the
chosen stocks are cheap because the current level of profitability is unsustainable, the active
manager typically imposes additional criteria of recent outperformance. This is done to remove
those stocks whose outlooks have been diminished by recent bad news that may be reflected
in current prices but not in historical profitability metrics.1 To replicate this active management
style, one could target undervalued and profitable stocks (as reflected in higher Value and
Profitability factor exposure) that have demonstrated recent relative outperformance
(as reflected in higher Momentum factor exposure).
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will impact the stock price
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profitable stocks that are cheap, then
one would systematically prefer
stocks that have been historically
profitable but are currently cheap for
a reason, such as lower likelihood
of sustaining their profitability going
forward.
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Parametric offers the VMP strategy for both US and developed markets ex-US equities,
plus a small-cap version for US equities. The strategy is generated using a multi-factor
bottom-up approach and prefers stocks that offer exposure to all three factors concurrently. We
use an optimizer to construct the portfolio in a risk-efficient way by controlling unintended factor
exposures, ensuring that exposure to the desired factors is the primary driver of tracking error.
We start by evaluating each factor individually from a smart-beta perspective, and then
we discuss the benefits of getting exposure to the three factors in a single portfolio.

Value
Value investing involves buying stocks with low ratios of their prices to various measures of
the firm’s fundamental value, such as price-to-book, price-to-earnings, and price-to-cash-flow,
to name a few. Value stocks are considered cheap because investors pay a lower price per unit
for exposure to fundamental metrics. Overwhelming empirical evidence shows that value stocks
have historically outperformed the market, which is often referred to as the value premium.
Fama and French (1992) show that the value premium exists for US stocks.2 Capaul, Rowley,
and Sharpe (1993) and Fama and French (1998) show that the value premium is pervasive in
international markets as well.3
There are two broad-based explanations for the existence of a value premium: one risk-based
and one behavioral. Fama and French (1998) find evidence supporting the risk-based
explanation that value stocks are fundamentally riskier because they load on relative distress
risk, which is missed by the standard capital asset-pricing model. Investors price such stocks
lower in order to be compensated for taking on this risk. As a result, value stocks have higher
expected returns, which in the long run should result in higher average realized returns.
On the other hand, Lakonishok, Shleifer, and Vishny (1994) find evidence to support the
behavioral explanation that value stocks outperform growth stocks: Investors tend to
overextrapolate the higher growth rates of some firms, resulting in stock overpricing, and
oversell out-of-favor value stocks that have performed poorly, resulting in underpricing.4
Both explanations have merit and drive the value premium to varying degrees.
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Momentum
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Momentum investing involves buying past winners and selling past losers based on relative
performance over the past three to 12 months and holding the portfolio for the next three to
12 months. A momentum strategy is profitable if relative performance across stocks persists,
which results in past winners outperforming past losers over the subsequent period; this is
known as the momentum effect. Jegadeesh and Titman (1993) find evidence for the momentum
effect in US stocks, while Rouwenhorst (1998) finds evidence of momentum in international
equity markets.5 Moskowitz and Grinblatt (1999) find that momentum exists across industries,
while Asness, Moskowitz, and Pedersen (2013) state that the momentum effect extends to other
asset classes such as currencies, commodities, and government bond indexes.6
There are many explanations regarding the existence of the momentum effect. Among the
risk-based explanations, Asness et al. (2013) state that the momentum effect reflects compensation
for bearing liquidity risk, while Dobrynskaya (2015) states that it reflects compensation for bearing
extra downside market risk.7 Among the behavioral explanations, Barberis, Shleifer, and Vishny
(1998) state that momentum is driven by underreaction to stock-specific news, which happens
because of investors’ slowness to update their beliefs in the face of new evidence.8 Grinblatt and
Han (2005) and Frazzini (2006) find that momentum is driven by the disposition effect:
the tendency of investors to hold their losing stocks too long and sell their winners too soon.9
When a stock experiences good news, investors want to sell the stock and lock in the gain, which
depresses its price and leads to an underreaction to the good news. Similarly, when a stock
experiences bad news, investors are reluctant to sell and realize a loss, leading to less selling
pressure and underreaction to bad news.

Profitability
Profitability investing means buying stocks which demonstrate a high degree of profitability as
measured by the gross profit-to-assets ratio. Novy-Marx (2013) finds that gross profitability
predicts the cross-section of average returns.10 Profitable firms have significantly higher returns
than unprofitable firms and earn a gross profitability premium. Gross profitability appears to be as
powerful as value in predicting future returns; in fact, profitable firms earn higher returns despite
having higher valuations. Ball et al. (August 2015) find that net income scaled by book value is as
good as gross profitability in predicting future returns.11 They also find that operating profitability is
a better predictor of future returns than gross profitability. Finally, Ball et al. (2015) find that
cash-based operating profitability, which excludes accruals, is even more powerful in predicting
future returns and earns a higher profitability premium.12
Since profitability is a relatively new factor, fewer studies exist to provide explanation for its
existence. Fama and French (2015) present a five-factor asset-pricing model that incorporates
profitability as a factor related to the cross-section of returns.13 Novy-Marx (2013) suggests
the profitability premium can be explained from a rational pricing perspective as follows:
Profitable firms that investors require a higher rate of return to hold should be priced
similarly to less profitable firms that investors can accept a lower rate of return to hold.
Variation in profitability therefore reflects variation in required rates of return, with higher
profitability indicating a higher expected return.
Indirect evidence suggests behavioral biases can explain the profitability premium.
Novy-Marx (2013) notes that a four-factor model that incorporates profitability can explain
many earnings-related anomalies, such as the post-earnings announcement drift where
stock prices continue to drift following earnings surprises. This implies that earnings-related
anomalies are, to a certain extent, representations of the profitability factor in different guises.
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Parametric VMP Strategy
While we have provided motivation for investing in value, momentum, and profitability factors
individually, along with rational and behavioral reasons regarding their existence, there are
important benefits from investing in a VMP strategy that tilts on all three factors concurrently.
If stocks that provide exposure to more than one factor outperform stocks that provide exposure
to just one factor, the bottom-up approach should boost performance because it prefers stocks
that provide exposure to multiple targeted factors. This differs from a top-down approach that
invests in a blend of standalone single-factor portfolios and is expected to deliver the average
performance across the blend.
Empirical evidence supports the bottom-up multi-factor approach for the VMP strategy.
Novy-Marx (2014) finds stocks that are both inexpensive and profitable outperform stocks that
are only inexpensive or only profitable.14 Incorporating profitability measures when investing in
value stocks helps investors avoid the “value trap” by avoiding stocks that are cheap because
they are unprofitable. Frazzini et al. (2013) find that investing in inexpensive but profitable
stocks can be a better investment if the stocks also have positive momentum.15 They find that
the bottom-up multi-factor approach boosts performance of the VMP strategy by more than
1% per year. Incorporating positive momentum reduces the likelihood of investing in profitable
stocks that are inexpensive because they are unlikely to sustain their profitability going forward.
Frazzini et al. (2013) also show that investing in the three factors via a single portfolio has
diversification benefits and leads to better returns per unit of risk. Their findings hold for both
US and international equities. This is unsurprising as others have found that these factors have
low correlations with each other. Novy-Marx (2013) shows that profitability strategies are
complementary to value strategies and provide an excellent hedge for value strategies.
Adding profitability to a value strategy can reduce the strategy’s overall volatility and allow
value investors to capture the gross profitability premium without adding any additional risk.
Asness et al. (2013) show that value and momentum effects are negatively correlated with
each other within and across asset classes.
Overall, the empirical evidence suggests that investing in all three factors concurrently with
a bottom-up approach boosts performance while providing diversification, thereby improving
returns per unit of risk.

Parametric VMP model portfolios: Construction and backtested performance
Parametric defines the VMP exposure for each stock by a composite of value, momentum,
and profitability factors:
VMP exposure = 40% value + 40% momentum + 20% profitability
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Profitability gets a smaller weight than value and momentum as it’s a relatively new factor,
while value and momentum are well-researched and established factors that have stood the
test of time. Frazzini et al. (2013) also assign a smaller weight to profitability when researching
VMP strategies. The value, momentum, and profitability factors are based on style-risk factors
in Barra’s risk model. Parametric constructs the VMP portfolios in a risk-efficient way:
The model portfolios are generated via an optimizer with the objective of maximizing VMP
factor exposure subject to constraints on unintended style-risk factors and country, currency,
and sector bets. The constraints imposed on the optimizer help ensure that any tracking error
risk is primarily taken to gain the desired VMP exposure.
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The eligible universe comprises stocks from the S&P Global BMI® universe. The universe is
restricted to large- and mid-cap US stocks for the US VMP Strategy, small-cap US stocks for the
US VMP Small Cap strategy, and large- and mid-cap stocks from countries in the MSCI EAFE®
Index and Canada for the Developed Markets ex-US VMP Strategy. The model portfolios are typically
reconstituted semi-annually and may occasionally be reconstituted as needed to bring targeted
exposures to desirable levels. Turnover constraints may also be imposed to strike the right balance
between the level of exposure to desired factors and the level of turnover incurred to attain them.
Figure 1 shows the backtested performance of the US VMP, US VMP Small Cap, and Developed
Markets ex-US VMP strategies from 1997 to 2019. Performance is calculated after deducting
an annual management fee of 40 bps. All three VMP portfolios outperformed their respective
benchmarks on a net-of-fee basis by around 2% and incurred tracking error of around 4% to
5%. To capture the probability of outperformance associated with investing in the strategy,
we calculated the rolling three-year returns on a monthly basis over the sample period.
Based on the monthly time series of these rolling three-year returns, we calculated the
percentage of times that the VMP portfolio outperformed its benchmark. We see that all three
VMP portfolios outperformed their benchmarks approximately 67% to 74% of the time.
Figure 1: Annualized backtested performance of VMP Strategies, 1997–2019
US
VMP

Russell
1000
Index

US VMP
Small Cap

15.08%

19.13%

Russell
2000
Index

Developed
Markets
ex-US VMP

19.56%

16.46%

Net excess return*

2.03%

Volatility

15.58%

Tracking error

4.10%

4.84%

3.99%

Information ratio

0.49

0.44

0.50

67.22%

70.95%

73.86%

Rate of outperformance over
rolling three-year periods

2.14%

MSCI World
ex-US
Index

2.00%
16.20%

Sources: PPA, Russell, and MSCI, 12/31/2019. Backtested performance is hypothetical and is provided for illustrative purposes.
It does not reflect the experience of any investor and should not be relied upon for investment decisions. Actual results may
vary and vary substantially from the results presented. There is no guarantee that an investor will achieve the results
presented. Performance is presented net of management fees and estimated trading costs and reflects the reinvestment of
dividends. It is not possible to invest directly in an index. Indexes are unmanaged and do not reflect the deduction of fees and
expenses. All investments are subject to risk of loss. Past performance, actual or simulated, is not indicative of future results.

We also show the rolling three-year annualized net excess returns for the portfolios in figure 2.
The interesting observation is the asymmetry in the magnitude of underperformance and
outperformance. While the VMP portfolios outperform by 4% or more in many periods,
underperformance is generally limited to less than 2% to 3%. This highlights that VMP portfolios
provide good benchmark-relative downside protection.
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Figure 2: Rolling three-year annualized backtested excess returns (net of fees)

Developed Markets ex-US VMP

Sources: PPA, Russell, and MSCI, 12/31/2019. Backtested performance is hypothetical and is provided for illustrative purposes. It
does not reflect the experience of any investor and should not be relied upon for investment decisions. Actual results may vary
from the results presented. Performance is presented net of fees and estimated trading costs and reflects the reinvestment of
dividends. It is not possible to invest directly in an index. Indexes are unmanaged and do not reflect the deduction of fees and
expenses. All investments are subject to risk of loss. Past performance, actual or simulated, is not indicative of future results.

We also look at the active exposures of the portfolios to the Barra style-risk factors in figure 3.
We only show the active exposure to the style-risk factors of interest, namely those that make up
the VMP exposure or those likely to be related to it. The portfolios have a positive active exposure
to the first four factors in the exhibit that make up the VMP exposure. Exposure to the other risk
factors is muted, which illustrates that the constraints imposed during the portfolio construction
process helps keep nontargeted exposures in check.
Figure 3: Active exposure to risk factors (model portfolios)
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Sources: PPA, Russell, MSCI, Barra, 12/31/2019. Model portfolio data is provided for illustrative purposes. It does not reflect
the experience of any actual investor and should not be relied upon to make investment decisions. Actual client holdings and
corresponding risk factors will vary from the data presented. All investments are subject to the risk of loss.
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Conclusion
Parametric’s VMP Strategy uses a bottom-up approach to provide concurrent exposure to three
factors that have historically been rewarded in the marketplace: value, momentum, and profitability.
Both rational risk-based reasons and behavioral reasons help explain why there’s a premium
associated with investing in each of these three factors. Parametric’s VMP Strategy offers the
opportunity to earn this premium in a risk-efficient manner. The strategy offers exposure to the
desired factors while keeping unintended exposures in check.
Based on our research and analysis, we feel strongly that the Parametric VMP Strategy provides
good benchmark-relative downside protection and will generally outperform the market net of
fees. Due to its risk-efficient construction, investors are more likely to stick with the strategy
during inevitable periods of underperformance, which are likely to be small in magnitude and
attributable to intentional out-of-favor factor bets. By sticking with the strategy over longer
periods, investors are more likely to earn the associated factor-risk premiums.

©2020 Parametric Portfolio Associates® LLC

For investment professional use only. Not intended for public use

7

Parametric / March 2020

About
Parametric Portfolio Associates LLC (“Parametric”),
headquartered in Seattle, is registered as an investment
advisor with the Securities and Exchange Commission
under the Investment Advisers Act of 1940. Parametric
is a leading global asset management firm, providing
investment strategies and customized exposure
management directly to institutional investors and indirectly
to individual investors through financial intermediaries.
Parametric offers a variety of rules-based investment
strategies, including alpha-seeking equity, fixed-income,
alternative, and options strategies. Parametric also offers
implementation services, including customized equity,
traditional overlay, and centralized portfolio management.
Parametric is a wholly owned subsidiary of Eaton Vance
Corp. and offers these capabilities through offices located
in Seattle, Boston, Minneapolis, New York City, and
Westport, Connecticut.
Disclosures
This material may not be reproduced, in whole or in part,
without the written consent of Parametric. Parametric
and its affiliates are not responsible for its use by other
parties. This information is intended solely to report on
investment strategies and opportunities identified by
Parametric. Opinions and estimates offered constitute our
judgment and are subject to change without notice, as are
statements of financial market trends, which are based
on current market conditions. We believe the information
provided here is reliable but do not warrant its accuracy
or completeness. This material is not intended as an offer
or solicitation for the purchase or sale of any financial
instrument. Past performance is not indicative of future
results. The views and strategies described may not be
suitable for all investors. Investing entails risks, and there
can be no assurance that Parametric will achieve profits
or avoid incurring losses. Parametric does not provide
legal, tax, or accounting advice or services. Clients should
consult with their own tax or legal advisor prior to entering
into any transaction or strategy described herein.
Charts, graphs, and other visual presentations and text
information were derived from internal, proprietary, or
service vendor technology sources and may have been
extracted from other firm databases. As a result, the
tabulation of certain reports may not precisely match other
published data. Data may have originated from various
sources, including, but not limited to, Bloomberg, MSCI/
Barra, FactSet, or other systems and programs. Parametric
makes no representation or endorsement concerning the
accuracy or propriety of information received from any
third party.
This material contains hypothetical or simulated performance
data, which may not be relied on for investment decisions.
Hypothetical performance results have many inherent
limitations, some of which are described below.
The US VMP model portfolio was incepted on July 1, 2015.
Performance presented for January 1, 1997 through
June 30, 2015 is back-tested performance. The model
portfolio is fully invested and does not maintain any cash.
Back-test dividends were reinvested into individual securities
(i.e. initial weights are drifted forward, reinvesting dividends).
Model dividends are reinvested across entire portfolio
(i.e. initial shares do not change). The model return assumes
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no additional cash inflows or outflows. The back-test and
model data reflect an annual reconstitution in October
and assumes that all securities held were available for
purchase and sufficiently liquid to achieve the trading
activity used by the model. Transactions are executed,
without exception, market-on-close; securities are priced by
FactSet. Performance is calculated by aggregating security
total return times security weight for each security in the
portfolio each month. Performance reflects the deduction of
management fees (40 bps), the highest fee charged to retail
investors, and estimated transaction costs (10 bps). There
were no material changes to the investment model during
the period presented.
The US VMP Small Cap model portfolio was incepted on
July 1, 2015. Performance presented for January 1, 1997
through June 30, 2015 is back-tested performance. The
model portfolio is fully invested and does not maintain any
cash. Back-test dividends were reinvested into individual
securities (i.e. initial weights are drifted forward, reinvesting
dividends). Model dividends are reinvested across entire
portfolio (i.e. initial shares do not change). The model
return assumes no additional cash inflows or outflows. The
back-test data reflects an annual reconstitution in October.
Model data reflects an annual constitution in October and
one semi-annual reconstitution in April 2018. Hypothetical
data assumes that all securities held were available for
purchase and sufficiently liquid to achieve the trading
activity used by the model. Transactions are executed,
without exception, market-on-close; securities are priced by
FactSet. Performance is calculated by aggregating security
total return times security weight for each security in the
portfolio each month. Performance reflects the deduction of
management fees (40 bps), the highest fee charged to retail
investors, and estimated transaction costs (10 bps). There
were no material changes to the investment model during
the period presented.
The Developed Markets ex-US VMP model portfolio was
incepted on October 15, 2015. Performance presented for
January 1, 1997 through October 30, 2015 is back-tested
performance. The model portfolio is fully invested and
does not maintain any cash. Back-test dividends were
reinvested into individual securities (i.e. initial weights are
drifted forward, reinvesting dividends). Model dividends
are reinvested across entire portfolio (i.e. initial shares
do not change). The model return assumes no additional
cash inflows or outflows. The back-test and model data
reflect an annual reconstitution in October and assumes
that all securities held were available for purchase and
sufficiently liquid to achieve the trading activity used by
the model. Transactions are executed, without exception,
market-on-close; securities are priced by FactSet.
Performance is calculated by aggregating security total
return times security weight for each security in the
portfolio each month. Performance reflects the deduction
of management fees (40 bps), the highest fee charged to
retail investors, and estimated transaction costs (15 bps).
There were no material changes to the investment model
during the period presented.
Model/target portfolio information presented, including,
but not limited to, objectives, allocations, and portfolio
characteristics, is intended to provide a general example of
the implementation of the strategy and no representation
is being made that any client account will or is likely to

achieve profits or losses similar to those shown. In
fact, there are frequently sharp differences between
hypothetical performance results and the actual results
subsequently achieved by any particular trading program.
One of the limitations of hypothetical performance results
is that they are generally prepared with the benefit
of hindsight. In addition, simulated trading does not
involve financial risk, and no simulated trading record
can completely account for the impact of financial risk
in actual trading. For example, the ability to withstand
losses or to adhere to a particular trading program
in spite of trading losses are material points which can
also adversely affect actual trading results. There are
numerous other factors related to the markets in general
or to the implementation of any specific trading program
which cannot be fully accounted for in the preparation
of hypothetical performance results and all of which can
adversely affect actual trading results. Because there may
be no actual trading results to compare to the hypothetical,
backtested, or model performance results, clients should
be particularly wary of placing undue reliance on these
hypothetical results. Perspectives, opinions, and testing
data may change without notice. Detailed back-tested or
model portfolio data is available upon request. No security,
discipline, or process is profitable all of the time. There is
always the possibility of loss of investment.
Indexes are provided for comparison purposes. It is not
possible to invest directly in an index. Indexes are unmanaged
and do not reflect the deduction of fees or expenses.
The Russell 1000 Index is a market capitalizationweighted index comprised of the largest 1,000 companies
in the US equity markets. The Russell 2000 Index
measures the performance of approximately 2,000
small-cap companies in the Russell 3000 Index, which is
made up of the 3,000 largest US stocks. “Russell®” and
all Russell Index names are trademarks or service marks
owned or licensed by Frank Russell Company (“Russell”)
and London Stock Exchange Group plc (the “LSE Group”).
This strategy is not sponsored or endorsed by Russell or
LSE Group and they make no representations regarding
the content of this material.
The MSCI World ex-US Index is a free float-adjusted market
capitalization weighted index that is designed to measure
the equity market performance of global developed
markets excluding the US. “MSCI” and MSCI Index names
are service marks of MSCI Inc. (“MSCI”) or its affiliates.
The strategy is not sponsored, guaranteed or endorsed by
MSCI or its affiliates. MSCI makes no warranty or bears
any liability as to the results to be obtained by any person
or any entity from the use of any such MSCI Index or any
data included therein.
All contents ©2020 Parametric Portfolio Associates® LLC.
All rights reserved. Parametric Portfolio Associates® is
a trademark registered in the US Patent and Trademark
Office and certain foreign jurisdictions.
Parametric is headquartered at 800 Fifth Avenue,
Suite 2800, Seattle, WA 98104. For more information
regarding Parametric and its investment strategies or to
request a copy of Parametric’s Form ADV, please contact
us at 206 694 5575 or visit www.parametricportfolio.com.
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