Structure Determines Performance

*  Over 96% of the variation in returns is due to risk factor exposure.!
*  This leaves only 4% of the variation to explain.

*  After fees, traditional management typically reduces returns.

The Model Tells the Difference between Investing and Speculating
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Priced Risk

» Positive expected return.

e Systematic.
*  Economic.
* Long-term.
* Investing.

1. Source: Dimensional Fund Advisors study (2002) of forty-four institutional equity pension plans with $452 billion total assets.

Unpriced Risk

e Zero expected return.
* Noise.

¢ Random.

e Short-term.

°  Speculating.

Factor analysis run over various time periods, averaging nine years. Total assets based on total plan dollar amounts as of December 31, 2001.


Presenter
Presentation Notes
Talking Points:

The three-factor model developed by Fama and French offers a framework to systematically evaluate the contribution of each risk factor to a portfolio’s overall return.



The slide illustrates that a portfolio’s equity return is determined by its relative exposure to the three risk factors (market, size, and BtM). Dimensional's research suggests that these factors may explain 96% of the return variation among institutional portfolios. The remaining 4% may be attributed to random error, active management, and other non-systematic factors.



The model can help investors profile managers, evaluate portfolio performance according to risk factor exposure, or design a new portfolio with certain risk/return characteristics.
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