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At Gerstein Fisher, we believe our quantitative structured approach to growth equity investing offers a 
compelling alternative to both pure indexing and traditional active qualitative approaches.1 By delivering
reliable asset class representation and carefully calibrated exposure to proven risk factors, we feel the 
strategy can serve as a strong core holding within a diversified portfolio.

When selecting core investments like broadly diversified
US equities, many investors rely on either passively
managed index funds or traditional, actively managed
mutual funds. Both of these approaches have their merits
– but also their drawbacks. Too often, active management
doesn’t provide sufficient structure to ensure proper
asset class tracking, and indexing can prove too rigid,
limiting a fund’s flexibility to capitalize on market
opportunities and its ability to take on risks that are
likely to reward investors. Since markets are mostly 
efficient, arbitrage opportunities are virtually non-existent;
economic theory suggests that higher expected returns
are justified only as a payoff for bearing additional risk.
Accordingly, it is possible to achieve excess returns by
capturing certain strategic risks. Though the approach
used for the strategy is quantitative, the proprietary
model is grounded in this sound economic theory.

The Gerstein Fisher Multi-Factor Growth Equity strategy
places proven investment concepts into an objective,
quantitatively-driven framework seeking to achieve
higher expected returns through targeted exposures 
to various risk and behavioral factors. The antithesis 
of a “black box” approach, the strategy provides clarity
of objective, transparency of process, and liquidity 
of holdings. 

This paper details the rationale behind our unique
approach to managing growth equity, as well as the
process used to execute it. 

Why Should the Strategy Add Value?
In the early 1990s Eugene Fama and Kenneth French
sought to determine which common risk factors are 
primarily responsible for the variation in stock returns –
in other words, to answer the question “What sources 
of risk does the market systematically reward with 
higher returns?” Prior to this research, academics and
investors largely believed that a single factor model 
was best suited to answer this question. William F.
Sharpe’s Capital Asset Pricing Model (CAPM) stated that
a portfolio’s expected return hinges solely on its beta, 
or its relationship to the overall market. When Fama 
and French analyzed the returns of all US equities over
different independent time periods, they identified three
systematic sources of risk that explained over 90% of
variance in portfolio performance:2

• Market (Premium for being in equities vs. fixed income) 
• Size (Premium for investing in small cap vs. large cap

stocks) 
• Price (Premium for being in value vs. growth stocks) 

Today, we know that multiple factors contribute to the
variation of stock returns. Instead of using one factor, as
in CAPM, or three factors, as described by Fama/French,
multi-factor models (MFMs) incorporate multiple risk
factors to explain the performance of a given stock or
portfolio. The basic structure of an MFM is given below:

Rasset =  Rrisk-free +  ß1 f1 +  ß2 f2 +  ……  +  ßn fn

where,

1 Gerstein Fisher is the advisor to and manager of the Gerstein Fisher Multi-Factor Growth Equity Fund, a mutual fund.
2 Fama & French (1992); Fama & French (1993); Fama & French (1996)
3 Roll & Ross (1976)



Rasset =  return on asset

Rrisk-free =  return on risk-free asset

ßn =  sensitivity of asset to factor n

fn =  return of factor ‘n’

MFMs find their roots in the Arbitrage Pricing Theory
(APT)3. APT is an extension of the CAPM in that it posits a
linear relationship between a security’s returns and that
security’s covariance with certain random variables.
However, instead of being restricted to one source of
non-diversifiable risk, as is the case in CAPM, APT allows
for multiple sources. The main argument of the theory 
is that excess returns can only be achieved by taking 
on extra risk; if this were not the case, then market 
participants would arbitrage those excess returns 
away. Concurrently, APT states that a portfolio’s expected
return is determined by its exposure to various risk factors;
it is this rationale that drives the construction of modern
day MFMs.

These MFMs may be macro-economic, fundamental, or
statistical, based on the how these underlying factors, 
f1 to fn, are defined. Macro-economic MFMs use
changes in economic metrics as their underlying factors,
where an asset’s expected return is determined by the
sensitivity of that asset to different economic shocks.
These factor sensitivities are determined by conducting a
linear regression between historical security returns and
pre-determined economic factors. Some of these factors
include, but are not limited to, unexpected changes in
inflation, employment, or the slope of the yield curve.
Fundamental MFMs are based on market information,
such as price and trading volume, and fundamental data
derived from a company’s balance sheet and income
statement. The factor sensitivities for fundamental MFMs
are determined using observable company attributes as
opposed to conducting a time series linear regression.
Statistical factor models use asset returns as an input 
to determine the factors and factor sensitivities, with 
a goal of maximizing the explanatory power of the 
model created. As in the case of macro-economic MFMs,
statistical MFMs also use a linear time series regression
to determine factor sensitivities. It is important to note
that these three types of MFMs do not conflict with each
other. In a world with no estimation error and no limits

on data availability, these three MFMs would simply be
restatements of one another.4

Gerstein Fisher uses a proprietary MFM to implement the
Multi-Factor Growth strategy. This model enables us to
implement strategic tilts to risk factors that are based on
time-tested academic research and investment principles
and have historically compensated investors with higher
returns while controlling the exposures to any undesired
risk factors and ensure minimum active risk levels relative
to the benchmark. The risk factor tilts targeted in the
Multi-Factor Growth strategy include a tilt to size (greater
percentage in smaller companies), value (lower price to
book ratio),and earnings yield (lower price to earnings).

The Gerstein Fisher Multi-Factor Growth Equity strategy
also incorporates momentum, which can be defined 
as the tendency of stocks to demonstrate consistent
performance over a given period of time, typically 3-12
months, and the tendency of past winners to keep 
winning and losers to keep losing relative to their peers
(recall Isaac Newton’s first law of motion – “an object in
motion will stay in motion...”). 

It’s important to distinguish momentum investing 
from market timing – a practice Gerstein Fisher neither
implements nor recommends. Market timing involves
buying and/or selling securities based on an investor’s
projection of future market direction, whereas momentum
investing is based on looking backward at a stock’s
recent price trajectory and extrapolating this forward for
a certain period of time based on historical relationships
that are borne out of research and data. For example,
research by Narasimhan Jegadeesh and Sheridan Titman
revealed that, historically, momentum investing had
provided excess returns.5

Although it is acknowledged in academic circles that
momentum exists in the market (Kenneth French
referred to it in a 2005 issue of CFA Magazine as “one 
of the biggest embarrassments of the efficient market
theory”), there is no agreement as to why it exists. We
believe that at least some of the momentum premium
can be best understood as a consequence of investor
behavioral biases. Behavioral finance theorizes that
investors, as a whole, behave irrationally – albeit in 
systematic and predictable ways.6

2 Gerstein Fisher

3 Roll & Ross (1976)
4 Connor (1995) 

5 Jegadeesh & Titman (1993) 
6 Maymin & Fisher (2011), Maymin & Fisher (2011)
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The process referred to as the representativeness heuristic
entails looking at one event and making a judgment as
to how closely it corresponds to other events occurring
in the general population – essentially assuming that
“like goes with like.”7 This tendency may lead investors to
mistakenly conclude that firms realizing extraordinary
earnings growth today will continue to experience
extraordinary growth tomorrow. These “informed”
traders attribute the performance of yesterday’s winners
to their stock selection skills and that of yesterday’s 
losers to bad luck. As a result, they become overconfident
about their ability to pick winners, and overestimate the
predictive power of the positive signals for these stocks.
This increased confidence leads investors to continue to
buy aggressively and push up the prices of past winners
above their fundamental values.

Academics have also derived risk-based explanations
for the momentum phenomenon. In particular, research
suggests that some of the profitability of investing in
momentum strategies can be explained as compensation
for bearing exposure to downside risk.8 Stocks with
greater downside risk, as measured by higher correlations
conditional on negative moves in the market, have been
shown to have higher returns. However, other research9

has indicated that exposure to downside risk is only a
partial, incomplete, explanation for the momentum effect.10

Whichever view one subscribes to, there is considerable
agreement that momentum strategies have provided
the opportunity for excess returns for at least the last 
60 years in the United States. In fact, momentum profits
have also been found in most major developed markets
throughout the world.11

These four factors – market, size, price and momentum –
form the basis of the quantitative strategy that is used 
to construct the Gerstein Fisher Multi-Factor Growth
Equity strategy. By focusing on risk/return relationships
that have a strong basis in sound economic reasoning
and are borne out of historical data, we seek to add
value to our portfolios and help our clients achieve their
financial goals. 

How Does the Process Work?
At the highest level, the Gerstein Fisher Multi-Factor
Growth Equity strategy adds strategic risk factor tilts 
relative to the Russell 3000 Growth index while controlling
for other, undesired risks. Through deploying a multi-factor
model and a quantitative optimization framework, the
resulting portfolio contains intended exposure to small
cap, value, and momentum risk factors while still 
maintaining a low level of active risk relative to the Russell
3000 Growth index. Additionally, the strategy does not
seek to own every constituent stock inside of the Russell
3000 growth index. By using a representative segment
of the index, we can control the costs that would be
associated with rebalancing a portfolio of thousands of
stocks quarterly – costs that would likely offset any value
gained from our investment process. 

Over the long-term, the strategy seeks to achieve a return
greater than the domestic growth equity market. We
believe that the only systematic way to accomplish this
is to overweight the portfolio to carefully managed risk
factors, relative to their market proportions. For having
additional exposures to strategic risk factors, we believe
that investors should be compensated, over the long
term, in the form of potential for greater returns.

The specifics of the process used to manage the Gerstein
Fisher Multi-Factor Growth Equity strategy are as follows:

Step 1: Identifying the Universe
Given that the entire domestic growth universe is 
not being held by the strategy, a smaller number of 
stocks (150-300) are selected from the much larger list
of securities, called the stock universe, which constitutes
every possible holding for the strategy. Since the 
strategy is meant to provide exposure to domestic growth
equities, Gerstein Fisher screens companies of widely
varying market capitalization, from very large to very
small. The starting point for the portfolio’s stock universe
is the Russell 3000 Growth index, which is a combination
of the Russell 1000 Growth and the Russell 2000 Growth
indexes, and comprises ~1800 securities (~600 from the
Russell 1000 Growth index and ~1200 from the Russell
2000 Growth index).

7 Tversky & Kahnemann (1974) 
8 Ang, Chen & Xing (2001) 
9 Hansen & Jagannathan (1997) 

10Conrad & Kaul (1998)
11 Griffin, Ji & Martin (2005); Chan, Hameed & Tong (2000)



Step 2: Filtering the Universe
Gerstein Fisher research has shown that the ‘growthiest’
of small cap growth stocks have significantly and 
consistently underperformed their peers in the small
cap growth index (Russell 2000 Growth Index).12 Since
the initial universe is the Russell 3000 Growth index, it
contains these ‘growthiest’ small cap growth stocks. To
improve the risk-adjusted return potential of the strategy,
the ‘growthiest’ small cap growth stocks are removed
from the universe, i.e., these securities are restricted
from being a part of the portfolio. After separating the
large cap stocks (the Russell 1000 Growth stocks) from
the initial universe, the Russell 2000 Growth securities
are ranked by their ‘growth’ characteristics and sorted
into five equal quintiles. The stocks in the bottom quintile
(the one with the highest growth characteristics) are
removed from the strategy’s stock selection universe.
Exhibit 1 illustrates this process.

Exhibit 1: Identifying and Filtering the Universe
Russell 3000 Growth

Russell 1000 Russell 2000 
Growth Growth

Quintile 1: Lowest Growth Buy Buy

Quintile 2 Buy Buy

Quintile 3 Buy Buy

Quintile 4 Buy Buy

Quintile 5: Highest Growth Buy Restricted

Step 3: Constraining Factor Exposures
The risk factor tilts applied to the strategy are relative 
to the benchmark, the Russell 3000 Growth index. In
order to implement relative exposures, it is imperative 
to calculate the factor exposures of the benchmark. 
The MFM is used to calculate these various risk factor
characteristics of the index. Once the factor exposures
for the benchmark are computed, the targeted exposures
of the strategy are determined. The four risk factors
described previously (size, value, market, and momentum)
are constrained to ‘benchmark exposure + x’ where x
denotes the excess exposure to that risk factor, relative
to the benchmark exposure. Any factor exposures that
are not desired by the strategy (industry risk, currency

sensitivity, et al.) are constrained to be as close as 
possible to the benchmark exposures. This ensures
strategic tilts to risk factors that are based on time-tested
academic research and investment principles without
taking on unnecessary risk bets. 

Step 4: Constructing the Portfolio
After defining the universe of stocks from which the
strategy can buy holdings, and determining the targeted
risk factor exposures, the final step of the process is the
construction of the portfolio.The multifactor model is
used in conjunction with a quantitative optimization
process to generate a list of proposed holdings for 
the portfolio. This list of stocks is then screened for 
any potential liquidity and trading cost issues. Once 
an adjustment is made to filter out illiquid stocks, the
strategy is implemented.

On a systematic basis, Gerstein Fisher’s Investment
Strategy Group recalculates the factor exposures of the
benchmark and rebalances the portfolio to ensure that
the relative tilts are maintained and that the active risk
remains within specified limits. We believe the flexibility
to rebalance our portfolio frequently instead of being
required to hold a stock based on an index (even if 
the stock may be exhibiting negative price momentum
and causing a drag on performance) is an advantage. 
We can either sell a security with negative momentum 
or delay its purchase, and we can continue to hold onto 
a security with positive momentum even if the rules of 
an index suggest a sale. 

Why a Structured Quantitative Approach for Growth
Equity?
Interestingly, domestic large growth equity has historically
been an asset class in which active managers have 
actually eked out some outperformance over the index
(see column 1 in Exhibit 2). This may be partly because
they are not bound to hold or sell stocks simply because
these stocks are constituents of the index and can take
active stock and sector bets. However, factor-based
analysis of active growth managers’ returns leads us to
believe that much of their outperformance can actually
be attributed to their exposure to various risk and
behavioral factors – and not to manager skill (see column
2 in Exhibit 2 on the next page).

4 Gerstein Fisher

12Gerstein Fisher Research (2010)
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Exhibit 2: Percent of Active Fund Managers Outperforming
Benchmark – 10 Years starting January 1, 2001 and ending
December 31, 2010

Source: Gerstein Fisher Research, Morningstar, Russell 1000 Growth Index 

It appears that the outperformance of large cap growth
funds relative to the Russell 1000 Growth index in the
chart above is far more common than positive manager
“alpha”, or returns that take the factors of momentum,
value and size into account. In other words, much of
what appears to be outperformance due to the manager’s
stock picking acumen could be interpreted in many cases
as exposure to one or more risk factors instead, namely,
momentum, small cap or value. 

This finding raises important philosophical issues
regarding the investment risks for which active managers
should be rewarded. Does the active portfolio consciously
possess a size or style bias? If so, why? If the size,
momentum and style tilts of an active fund are sufficiently
stable, could an investor potentially be better served by
selecting a more moderately priced index-like strategy for
this segment of his portfolio? In so doing, the investor
also has the potential for more reliable and consistent
exposures to the risk factors that he desires for the 
portfolio. It is widely accepted that portfolio structure
determines the vast majority of the variance in investment
returns, and in some cases, active managers can fail to
provide reliable asset class representation – and reliable
alphas. This makes structuring an appropriate portfolio
difficult for the investor when using active managers. 

By applying a structured quantitative approach that 
has the overall asset class representation of an index fund
and the flexibility to capitalize on specific themes like
momentum or small company exposure, we believe the
Gerstein Fisher Multi-Factor Growth Equity strategy can
offer a better way for investors to access the domestic
growth equity space by tilting toward factors that have
historically proven to add value over time. Because of
our structured approach, we believe our performance is
more likely to reflect a reliable, empirically tested, and
well-documented process rather than luck. 

The key benefits to investors of the Gerstein Fisher
Multi-Factor Growth Equity strategy can be summarized
as follows:
• The flexibility to harness excess return: By combining

small and large cap stocks in one portfolio, as well as
incorporating both value and growth themes (albeit
within the growth universe), Gerstein Fisher has the
flexibility to be opportunistic and proactive in seeking
incremental returns relative to an all-cap growth equity
benchmark or its component part benchmarks.

• The discipline to ensure asset class tracking: Research
has shown that portfolio structure – the mix of asset
classes in a portfolio – is the predominant driver of 
the variation of long-term returns.13 Yet asset allocation
is only effective when investments behave like the
asset classes they are designed to represent. By 
using a structured, factor-based approach to portfolio
construction, we can build a portfolio that delivers
reliable core exposure to growth equities for our clients.

• Diversification to lower portfolio risk: Investors also
benefit from the diversification aspect of owning both
growth- and value-oriented stocks, as these segments
of the market tend to behave differently at different
times. Our research has shown that the lower correlation
between momentum and value within the strategy
results in lower volatility relative to traditional growth
equity index vehicles.14

• Transparency of process: Given the current environment
for hedge funds and other structured products (lack of
liquidity, lack of transparency, and high fees15), we
believe the Gerstein Fisher Multi-Factor Growth Equity
strategy is likely to appeal to investors looking for
alternatives to the status quo in this space.

Large Cap Growth Funds
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13Brinson, Hood & Beebower (1986)
14Fisher (2011)
15According to an April 2008 paper by Kenneth French, “The Cost of Active Investing”, the typical hedge fund fee is 4.26%
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Important Disclosure Information 

This strategy and mutual fund investing involves risk. Principal loss is possible. Investments in foreign securities which involve greater volatility and political, economic
and currency risks as well as differences in accounting methods. Small- and Medium-capitalization companies tend to have limited liquidity and greater price volatility
than large-capitalization companies. Growth stocks typically are relatively more expensive than value stocks; however, value stocks have a lower expected growth rate
in earnings and sales. 

This is a publication by Gerstein Fisher, a SEC registered investment advisor.

The material presented is based on information and sources believed to be reliable but its accuracy or completeness cannot be guaranteed. There can be no assurances
of the investment reaching forecasts or projections as outlined in this report. This analysis does not purport to be a complete study of the featured investment and any
views expressed are as of the date hereof and are subject to change without notice. Readers should be aware that forward looking statements are subject to significant
known and unknown risks and uncertainties, and other factors that could cause actual results to differ materially from expected results.

This report is for information only and is not intended as an offer or solicitation with respect to the purchase or sale of any investment, nor should any information or
opinions expressed in this report be construed as investment advice. Investments mentioned herein may carry a high investment risk. Readers should carefully review
the investments thoroughly with their registered investment advisor or registered stockbroker. 

Research does not provide individually tailored investment advice. Research reports are prepared without regard to the individual financial circumstances and objectives
of persons who receive them. The securities discussed in any report may not be suitable for all investors. An investor’s decision to buy or sell a security should depend
on individual circumstances (such as the investor’s investment objectives, financial situation and existing holdings) and other considerations. Gerstein Fisher recommends
that investors independently evaluate particular investments and strategies, and encourages investors to seek the advice of one of our advisors. The appropriateness
of a particular investment or strategy will depend on an investor’s individual circumstances and objectives.

Diversification does not assure a profit or protect against a loss in a declining market.

Please Note: Past performance may not be indicative of future results. Therefore, no current or prospective client should assume that future performance will be
profitable, equal the performance results reflected, or equal any corresponding historical benchmark index. 

In the event that there has been a change in a client’s investment objectives or financial situation, he/she/it is encouraged to advise Gerstein Fisher immediately. Different
types of investments and/or investment strategies involve varying levels of risk, and there can be no assurance that any specific investment or investment strategy
(including the Fund or any other investments purchased and/or investment strategies devised or undertaken by Gerstein Fisher) will be profitable. 

Information pertaining to Gerstein Fisher’s advisory operations, services, and fees is set forth in Gerstein Fisher’s current disclosure statement, a copy of which is
available from Gerstein Fisher upon request. 

Regression analysis examines the statistical connection between a variable of interest and one or more factors used to explain its variation. For example, if the variable
of interest is student test scores, regression could be used to show the connection to factors such as time spent studying or IQ.

Three Factor Model explains the source of performance variation among investment portfolios, and it is an extension of previous Nobel Prize winning work. The model
specifies that differences in portfolio returns can be attributed to (1) stocks/fixed income mix – riskier stocks have a higher potential return, (2) market capitalization of
portfolio – smaller capitalization stocks are riskier and therefore have higher expected returns, and (3) market price relative to accounting measures of the firm, such as
book value – stocks with higher book value to market ratios are riskier and have higher expected returns. This model was first published in major academic journals but
has gained wide spread acceptance among investment professionals.

The material difference between an advisory account using the Strategy and the Fund are: An advisory account objective may differ from a mutual fund’s objective
as the objective of an advisory account may be unique to the account holder, while a mutual fund has one objective for all investors. An advisory account is subject
to advisory fees. A mutual fund is subject to management fees, which include advisory fees and other expenses. The risks of an advisory account will depend on the
underlying holdings which may be greater or less than that of a specific mutual fund. An advisory account can be structured for tax efficiency, while a mutual fund is not
generally structured for tax efficiency.

Detail for Momentum Factor (Mom)

Kenneth R. French Website http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html

The Gerstein Fisher Multi-Factor Growth Equity Fund is distributed by Quasar Distributors, LLC, an affiliate of US Bancorp. Quassar Distributors, LLC., and GFA Securities,
LLC are not affiliated entities.

Please remember to contact Gerstein Fisher & Associates, Inc. and/or GFA Securities, LLC. if there are any changes in your personal/financial situation or investment
objectives for the purpose of reviewing/evaluating/revising our previous recommendations and/or services, or if you want to impose, add, or to modify any reasonable
restrictions to our investment advisory services. Federal and State securities laws require that we maintain and make available current copies of our Registered
Investment Adviser Disclosure Document, also known as Form ADV Part II. Pursuant to SEC Regulation S-P, Privacy Notice can be found at www.GersteinFisher.com or
you can contact our office and request a copy.

Securities offered through GFA Securities, LLC.

Member: FINRA, SIPC

The fund’s investment objectives, risks, charges and expenses must be considered carefully before investing. The statutory
and summary prospectus contain this and other important information about the investment company, and it may be obtained
by calling 212-968-0707, or visiting www.GersteinFisher.com/gfmgx. Read it carefully before investing.
The Russell 1000 Growth Index measures the performance of those Russell 1000 Index companies with higher price-to-book ratios and higher forecasted growth 
values. The Russell 1000 Value Index measures the performance of those Russell 1000 Index companies with lower price-to-book ratios and lower forecasted growth
values. The Russell 2000 Value Index measures the performance of those Russell 2000 Index companies with lower price-to-book ratios and lower forecasted growth
values. The Russell 2000 Growth Index measures the performance of those Russell 2000 Index companies with higher price-to-book ratios and higher forecasted growth
values. You cannot invest directly in an index. The Russell 3000 Growth Index measures the performance of the broad growth segment of the US equity universe. It
includes those Russell 3000 companies with higher price-to-book ratios and higher forecasted growth values. Beta measures the sensitivity of rates of return on a
fund to general market movements. The Price to Book (P/B) Ratio compares a stock’s market value to the value of total assets less total liabilities. Correlation is a
measure of the interdependence of two random variables that ranges in value from -1 to +1, indicating perfect negative correlation at -1, absence of correlation at zero,
and perfect positive correlation at +1. Alpha is a measure of how much better or worse a fund’s performance is relative to an index of funds in the same category, after
allowing for differences in risk. Standard Deviation is a statistical measure of the historical volatility of a mutual fund or portfolio, usually computed using 36 monthly
returns. The Price to Earnings (P/E) ratio reflects the multiple of earnings at which a stock sells.

Neither the SEC, SIPC nor FINRA approves or disapproves of these securities, nor do they endorse, indemnify or guarantee a member’s business practice, selling methods,
the class or type of securities offered or any specific security.



WINTER 2011/SUMMER 2011

phone: 212-968-0707
info@GersteinFisher.com
www.GersteinFisher.com




