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Total Equity Risk

Unsystematic

• Specific to firm or industry 
(lawsuit, fraud, etc.).

• Diversifiable.

• No compensation.

Systematic

• Marketwide, affects all firms 
(war, recession, inflation, etc.).

• Non‐diversifiable.

• Investor compensation.

• Measured by beta.

Company 
Risk

Industry 
Risk

Market Risk

Unsystematic

Systematic
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Beta measures volatility relative to the total market. A beta higher than the market’s beta of 1 implies more volatility, and a beta lower than the market’s implies less volatility. 

Capital Asset Pricing Model
William Sharpe: Nobel Prize in Economics, 1990

Presenter
Presentation Notes
Talking Points:A meaningful discussion of market efficiency requires a description of how security prices would behave if markets were perfectly efficient. William Sharpe shared the Nobel Prize in Economics in 1990 for his pioneering contribution to asset pricing theory. Sharpe's model sought to explain how risky assets would be priced in equilibrium. Employing a number of simplifying assumptions, the Capital Asset Pricing Model he developed proposed that a stock’s expected return was a function of its volatility relative to the volatility of the universe of risky assets, and that the most efficient portfolio (in the Markowitz mean-variance sense) was the entire universe of risky assets. The CAPM provides the intellectual foundation for the total-market index fund.Equity risk is a combination of systematic and unsystematic risk:• Systematic risk includes macroeconomic conditions affecting all companies in the stock market. Systematic risk cannot be diversified away.• Unsystematic risk includes company and industry developments specific to individual securities. The effect of these can be reduced through sufficient diversification. Investors should not expect markets to reward them for risks that can be diversified away. They should expect compensation only for bearing systematic risks. 



In US dollars. Indices are not available for direct investment. Their performance does not reflect the expenses associated with the management of an actual portfolio. Past 
performance is not a guarantee of future results. US value and growth index data (ex utilities) provided by Fama/French. The S&P data are provided by Standard & Poor’s 
Index Services Group. CRSP data provided by the Center for Research in Security Prices, University of Chicago. International Value data provided by Fama/French from 
Bloomberg and MSCI securities data. International Small data compiled by Dimensional from Bloomberg, StyleResearch, London Business School, and Nomura Securities 
data. MSCI EAFE Index is net of foreign withholding taxes on dividends; copyright MSCI 2010, all rights reserved. Emerging markets index data simulated by Fama/French 
from countries in the IFC Investable Universe; simulations are free-float weighted both within each country and across all countries.
Indexes are not available for direct investment. Their performance does not reflect the expenses associated with the management of an actual portfolio.
Past performance is not a guarantee of future results. Values change frequently and past performance may not be repeated. There is always the risk that an investor may 
lose money. Small company risk: Securities of small firms are often less liquid than those of large companies. As a result, small company stocks may fluctuate relatively more 
in price. Emerging markets risk: Numerous emerging countries have experienced serious, and potentially continuing, economic and political problems. Stock markets in many 
emerging countries are relatively small, expensive, and risky. Foreigners are often limited in their ability to invest in, and withdraw assets from, these markets. Additional 
restrictions may be imposed under other conditions. Foreign securities and currencies risk: Foreign securities prices may decline or fluctuate because of: (a) economic or 
political actions of foreign governments, and/or (b) less regulated or liquid securities markets. Investors holding these securities are also exposed to foreign currency risk (the 
possibility that foreign currency will fluctuate in value against the US dollar).

Size and Value Effects Are Strong around the World
Annual Index Data
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1927‐2009

US Small 
Capitalization Stocks 1927‐

2009

Non‐US Developed Markets 
Stocks 

1975‐2009

Emerging 
Markets Stocks 
1989‐2009

13.96 11.85 11.27 18.98 15.82 13.74 18.63 19.12 13.82 24.72 19.45 17.00

27.17 20.63 22.06 35.30 31.09 34.20 24.90 28.54 22.60 42.22 37.49 36.21

Annualized 
Compound Returns (%)

Average Return (%)

Standard Deviation (%)

10.34 9.79
8.95

13.59

11.49

8.72

15.86 15.58

11.47

17.97

13.30

10.81

Presenter
Presentation Notes
Talking Points:The size and BtM effects appear in both US and international markets—strong evidence that the risk factors are systematic across the globe.This graph demonstrates the higher expected returns offered by small cap stocks and value (high-BtM) stocks in the US, non-US developed, and emerging markets. Note that the international and emerging markets data is for a shorter time frame.Small cap stocks are considered riskier than large cap stocks, and value stocks (as defined by a higher book-to-market ratio) are deemed riskier than growth stocks. These higher returns reflect compensation for bearing higher risk. A multifactor approach incorporates both size and value measures—and exposure to non-US markets—in an effort to increase expected returns and reduce portfolio volatility. An effective way to capture these effects is through portfolio structure.
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Data provided by Fama/French.

Value minus Growth
Top 30% – Bottom 30%

Small minus Large
Bottom 50% – Top 50%

Average 
Premium (%)

Standard 
Deviation (%)

Average 
Premium (%)

Standard 
Deviation (%)

July 1927-June 2009 6.54 28.16 5.49 24.11

July 1946-June 2009 4.52 14.03 2.76 13.25

July 1975-June 2009 3.92 15.38 3.33 13.75

Historical US Value and Small Cap Premiums
Annual

Presenter
Presentation Notes
Talking Points:The table shows that the average value and small cap premiums in the US equity market have persisted over various performance periods. The higher relative returns reflect compensation for bearing higher risk, as indicated by higher standard deviation.The value premium is defined as the difference between the average returns of value stocks and growth stocks (value minus growth). Value is defined as the top 30% of NYSE stocks by book-to-market ratio (high-BtM stocks); growth is defined as the bottom 30% of the NYSE by BtM (low-BtM stocks). The small cap premium is defined as the difference between the average returns of small cap and large cap stocks (or small minus large). The size breakpoint for small and large is the median NYSE market equity (i.e., the bottom 50% for small and top 50% for large).Keep in mind that the table shows average premiums. For example, from July 1927 to June 2009, the returns of value stocks exceeded those of growth stocks by an average of 6.54% per year. This performance came with a 28.16% annual average standard deviation.
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Yearly Observations of the US Size Premium
Small Stocks minus Big Stocks
1927‐2009

Multifactor data provided by Fama/French. 
Past performance is not a guarantee of future results. Values change frequently and past performance may not be repeated. There is always the risk that an investor may 
lose money. Securities of small firms are often less liquid than those of large companies. As a result, small company stocks may fluctuate relatively more in price. Even a 
long-term investment approach cannot guarantee a profit. Economic, political, and issuer-specific events will cause the value of securities, and the funds that own them, to 
rise or fall. Because the value of investments will fluctuate, there is a risk that investors will lose money.
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Presenter
Presentation Notes
Slide 1Talking Points:�No one is certain why small cap stocks have offered an average return premium over large cap stocks. Many economists assume that markets rationally discount the price of such securities to reflect higher systematic risk. However, the size premium is neither consistent nor predictable, as this slide demonstrates.The green bars in the graph indicate the years in which US small cap beat US large cap (positive premium). The red bars indicate when small underperformed large (negative premium). The blue bars indicate the years when a positive small cap premium was within a 2% range of its long-term average (3.56%). The annual small cap premium varies widely and can experience extreme positive or negative performance swings relative to large cap. The premium has been within 2% of the average in only a few years since 1927, but it has been positive in a majority of years and has experienced a stronger upside than downside, as indicated by the greater relative height of the green bars.
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Yearly Observations of the US Value Premium
Value Stocks minus Growth Stocks
1927‐2009

Multifactor data provided by Fama/French. 
Past performance is not a guarantee of future results. Values change frequently and past performance may not be repeated. There is always the risk that an investor may 
lose money. Securities of small firms are often less liquid than those of large companies. As a result, small company stocks may fluctuate relatively more in price. Even a 
long-term investment approach cannot guarantee a profit. Economic, political, and issuer-specific events will cause the value of securities, and the funds that own them, to 
rise or fall. Because the value of investments will fluctuate, there is a risk that investors will lose money.

S1222.4

5.15

Average

Within 2% of Average

Premiums within Range

R
et

ur
n 

P
re

m
iu

m

Presenter
Presentation Notes
Slide 2Talking Points:Value stocks have offered an average long-term return premium over growth stocks, which may reflect compensation for bearing higher systematic risk. However, short-term fluctuations in the value premium (relative to growth stocks) can be extreme.The green bars in the graph indicate the years in which US value outperformed US growth. The red bars indicate when value underperformed growth. The blue bars indicate the years when a positive value premium was within a 2% range of its long-term average (5.15%). The annual value premium varies widely and can experience extreme positive or negative performance swings relative to growth. The premium has been within 2% in only a few years since 1927. But it has been positive in a majority of years and has experienced a stronger upside than downside.



-50%

-40%

-30%

-20%

-10%

0%

10%

20%

30%

40%

50%

60%

1927 1937 1947 1957 1967 1977 1987 1997

R
et

ur
n 

P
re

m
iu

m

Data provided by Fama/French. Total US Market Research Factor (total market minus one-month Treasury bills).
Past performance is not a guarantee of future results. Values change frequently and past performance may not be repeated. There is always the risk that an investor may 
lose money. Securities of small firms are often less liquid than those of large companies. As a result, small company stocks may fluctuate relatively more in price. Even a 
long-term investment approach cannot guarantee a profit. Economic, political, and issuer-specific events will cause the value of securities, and the funds that own them, to 
rise or fall. Because the value of investments will fluctuate, there is a risk that investors will lose money.
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Yearly Observations of the US Market Premium
Market minus One‐Month Treasury Bills
1927‐2009
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Presenter
Presentation Notes
Slide 3Talking Points:The US stock market has a long history of offering a return premium over the “safe rate” of Treasury bills. This higher expected return is thought to reflect the higher risk of equities over Treasury securities. However, the market (or equity) premium does not appear in every year, and there are periods in history when US stocks have underperformed T-bills, as demonstrated in this slide.*The green bars in the graph indicate the years in which the broad US market delivered an average return above T-bills (positive equity premium). The red bars indicate years in which the market underperformed T-bills. The blue bars indicate the years when a positive equity premium was within a 2% range of its long-term average, as indicated by the horizontal line (8.06%). The annual US market premium may vary widely and experience extreme positive or negative performance swings relative to T-bills. The premium has been within 2% of the annual average in only a few years since 1927, but has been positive more often than it has been negative. On average, the annual market premium also has experienced a stronger upside than downside. * The market (or equity) return premium is described by the Total US Market Research Factor (total market minus one-month Treasury bills). The total market is represented by the Value-Weighted US Market Index, which includes all issues listed on the NYSE, AMEX, and Nasdaq (excluding American Depository Receipts). This index is constructed every month, using available outstanding shares and valid prices for that month and the month before. Sources: CRSP for the Value-Weighted US Market Index and Ibbotson Associates for the one-month Treasury bill rate.
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Five‐Year Moving Average of the US Size and Value Premiums
Annual: 1927‐2009

US Value Premium

• On an annualized basis, small cap 
and value stocks have had more 
positive than negative five‐year 
periods relative to large cap and 
growth stocks. 

• These periods typically offer 
stronger performance relative to 
large cap and growth.

• Small cap and value stocks are still 
subject to extended periods of 
underperformance.

Multifactor data provided by Fama/French. SmB and HmL research factors. 
Past performance is not a guarantee of future results. Values change frequently and past performance may not be repeated. There is always the risk that an investor may 
lose money. Securities of small firms are often less liquid than those of large companies. As a result, small company stocks may fluctuate relatively more in price. Even a 
long-term investment approach cannot guarantee a profit. Economic, political, and issuer-specific events will cause the value of securities, and the funds that own them, to 
rise or fall. Because the value of investments will fluctuate, there is a risk that investors will lose money.

US Size Premium

2009

2009

Presenter
Presentation Notes
Slide 1Talking Points:The top graph compares five-year annualized performance of small cap vs. large cap US stocks from 1927 to present. The bottom graph compares five-year annualized returns for value stocks (high BtM) relative to growth stocks in the US. The blue bars denote the years in which small beat large, and value beat growth. The red bars indicate when small and value underperformed large cap and growth, respectively.Consider, for example, the first red bar in the top graph. This bar reflects the annualized performance difference between small cap and large cap from 1927 to 1931. During this five-year period, the annualized return for small cap was less than large cap, as indicated by the red bar extending below zero. The last bar in this graph (far right) shows the return difference for the most recent five-year period (2005-2009). US small cap stocks logged a slightly positive annualized return premium (relative to large cap), as indicated by the blue bar. The graphs show that US small cap and value stocks delivered higher average returns than large cap and growth stocks, respectively, in most five-year periods. Despite the higher frequency of the size and value premiums, this outperformance has not been consistent, even for the longer five-year periods. Longer-term investors should also consider that the size and value premiums may experience extended periods of underperformance.
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Five‐Year Moving Average of the US Market Premium
Annual: 1927‐2009

Data provided by Fama/French. Total US Market Research Factor (total market minus one-month Treasury bills).
Past performance is not a guarantee of future results. Values change frequently and past performance may not be repeated. There is always the risk that an investor may 
lose money. Securities of small firms are often less liquid than those of large companies. As a result, small company stocks may fluctuate relatively more in price. Even a 
long-term investment approach cannot guarantee a profit. Economic, political, and issuer-specific events will cause the value of securities, and the funds that own them, to 
rise or fall. Because the value of investments will fluctuate, there is a risk that investors will lose money.

2009

Presenter
Presentation Notes
Slide 2Talking Points:This graph compares five-year annualized performance of the US stock market vs. Treasury bills from 1927 to present. The blue bars denote the five-year periods in which stocks beat T-bills; the red bars indicate when stocks underperformed T-bills. Consider, for example, the first red bar in the graph. This reflects the annualized performance difference between US stocks and T-bills from 1927 to 1931. During this five-year period, stocks had a lower annualized return, as indicated by the red bar extending below zero. The last bar in this graph (far right) shows the return difference for the most recent five-year period (2005-2009). US stocks logged a slightly positive annualized return premium (relative to T-bills), as indicated by the blue bar. The graph shows that US stocks outperformed T-bills in most five-year periods since 1927.Despite the higher frequency of the market premium, this outperformance has not been consistent, even for the five-year periods. Longer-term investors should consider that US stocks may experience extended periods of under-performance.



Distribution of the US Size Premium
1927‐2009

Blue and orange years indicate 1990s and 2000s respectively.
Data provided by Fama/French. SmB research factor.
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Presenter
Presentation Notes
This histogram quantifies the distribution of the size premium in the US equity market. �Each bar represents a range of return premiums (horizontal axis) and the number of years the premium was in that range (vertical axis). For example, there were five years in which small cap outperformed large cap by at least 15% but less than 20%. Those five years are listed below the bar as 2001,1991,1975,1944, and 1936. The blue and orange years indicate the 1990s and 2000s, respectively.This histogram suggests that the size effect has been positive slightly more than half the time since 1926—and most of the annual premiums have occurred in the 0% to 10% range. When small cap stocks have underperformed large cap stocks, most negative premiums have occurred in the range of -10% or less. 



Average Annual Premium:
5.02%

Distribution of the US Value Premium
1927‐2009

Blue and orange years indicate 1990s and 2000s respectively.
Data provided by Fama/French. HmL research factor.
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Presenter
Presentation Notes
This histogram quantifies the distribution of the value premium in the US equity market. �Each bar represents a range of returns (horizontal axis) and the number of years the return was in that range (vertical axis). For example, there were 11 years in which value outperformed growth by at least 5% but less than 10%. The individual years are listed below the bar, starting with 2005. The blue and orange years indicate the 1990s and 2000s, respectively.This histogram suggests that the value effect has been positive more than 60% of the time since 1926—and most of this annual outperformance has occurred in the 0% to 20% premium range. When value stocks have underperformed growth stocks, most negative premiums have occurred in the range of -15% or less. 



Distribution of the US Market Premium
1927‐2009

Blue and orange years indicate 1990s and 2000s respectively.
Data provided by Fama/French. Total US market research factor (total market minus one-month Treasury bills).
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Presenter
Presentation Notes
This histogram quantifies the distribution of the annual US market premium since 1927. Each bar represents a range of return premiums (horizontal axis) and the number of years the premium was in that range (vertical axis). For example, there were five years in which the US market outperformed T-bills by at least 5% but less than 10%. Those years are listed below the bar in descending order (1993, 1992, 1968, etc.). The blue and orange years indicate the 1990s and 2000s, respectively. This histogram suggests that the market premium has been positive about two-thirds of the time since 1927—and most of the annual premiums have occurred in the 0% to 25% range. When the market has delivered lower returns than T-bills, most of these negative premiums have occurred in the range of -15% or less.
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Annual Return Range

Distribution of US Market Returns
CRSP 1‐10 Index Returns by Year
1926‐2009

CRSP data provided by the Center for Research in Security Prices, University of Chicago. The CRSP 1-10 Index measures the performance of the total US stock market, 
which it defines as the aggregate capitalization of all securities listed on the NYSE, AMEX, and NASDAQ exchanges. Indices are not available for direct investment; 
therefore, their performance does not reflect the expenses associated with the management of an actual portfolio. Past performance is not a guarantee of future results.

Positive Years: 62  (74%)
Negative Years: 22  (26%)

In 2008, the US stock market 
experienced its second worst 
performance year since 1926.

In 2009, US market performance 
was in the top quartile of historical 
calendar year returns.

S1226.1

Presenter
Presentation Notes
While no one can reliably predict the future, the past may offer perspective on recent market events and the long-term benefits of equity investing. The above chart shows the historical distribution of US market returns since 1926. The performance years are stacked in order of return range. The graphic highlights that performance over the past two years has been extreme by historical standards, and that, over time, the market’s positive return years have outnumbered the negative return years, with positive performance more concentrated in the higher ranges of returns.History shows that the stock market has rewarded investors who can bear the risk of stocks and stay committed through various periods of performance.



Data provided by Fama/French. The strategy of staying invested in Small Cap all the time is compared to timing rules that switch back and forth between 
Small Cap and Large Cap based on the length of the Small Cap Run. Each June 30, the timing rule looks back to see how many years in a row Small Cap 
has had a higher return than Large Cap. This is the Small Cap Run. If the Small Cap Run is at least 3 years (or 4, or 5), the timing rule switches to Large 
Cap for the next twelve months. At the end of those twelve months, the Small Cap Run is computed again, and the process is repeated.

S1227.4

Stay in 
Small all
the time

Move to Large when Small 
outperforms for at least:

3 Years 4 Years 5 Years

Portfolio Strategy Return (%) 14.39 12.41 13.23 13.97

Standard Deviation (%) 23.62 22.19 22.54 22.83

• For the period beginning July 1946, implementing a fixed timing strategy based on the 
duration of a small cap run would not earn higher returns than simply holding small cap all 
the time.

• A small cap run of 3, 4, or 5 years offers no insight into whether small or large cap stocks 
will outperform in the next year.

US Small Cap Performance Following a Run
Annual: July 1946‐June 2009

Presenter
Presentation Notes
Slide 1Talking Points:�Some investors may be tempted to implement market timing to avoid the lower-return years in small cap and value stocks. Although predicting future performance to avoid low-return years may seem appealing in theory, a timing strategy is difficult to successfully implement in the real world. This slide compares one market timing approach to a simple buy-and-hold strategy, and uses historical US market returns from July 1946 to June 2009 for the analysis. The buy-and-hold strategy assumes that an investor stays in small cap all the time. The market timing strategy applies a fixed timing rule to determine when to move from small cap to large cap stocks. The fixed timing rule is applied as follows: On June 30 of each year, an investor evaluates the past 12 months of small cap vs. large cap performance. If small cap has outperformed large cap for 3, 4, or 5 years in a row (known as a small cap run), the investor moves to large cap for the next 12 months. At the end of this period, the 12-month return is logged and the small cap run is computed again. This process is repeated for every 12-month period from July 1946 through June 2009, and the average annual return calculated for the entire period.The results show a buy-and-hold strategy producing a higher average annual return than fixed timing rules based on 3, 4, and 5-year runs, although slightly higher standard deviation accompanies the higher return. Also consider that the fixed timing rule returns do not reflect the higher trading costs and tax impact normally incurred in market timing activity.�The data suggest that even an extended run of small cap outperformance offers little insight into future returns relative to large cap stocks. 
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Data provided by Fama/French. The strategy of staying invested in Value all the time is compared to timing rules that switch back and forth between 
Value and Growth based on the length of the Value Run. Each June 30, the timing rule looks back to see how many years in a row Value has had a 
higher return than Growth. This is the Value Run. If the Value Run is at least 3 years (or 4, or 5), the timing rule switches to Growth for the next twelve months. 
At the end of those twelve months, the Value Run is computed again, and the process is repeated.

Stay in 
Value all
the time

Move to Growth when Value 
outperforms for at least:

3 Years 4 Years 5 Years

Portfolio Strategy Return (%) 15.64 15.12 15.48 15.51

Standard Deviation (%) 20.68 20.72 20.68 20.61

• For the period beginning July 1946, implementing a fixed timing strategy based on the 
duration of a value run would not earn higher returns than simply holding value all the 
time.

• A value run of 3, 4, or 5 years offers no insight into whether value or growth stocks will 
outperform in the next year.

US Value Performance Following a Run
Annual: July 1946‐June 2009

Presenter
Presentation Notes
Slide 2Talking Points:The slide features the results of applying the fixed timing rule to the value effect. Using the same methodology and performance period as the small cap analysis, the timing strategy tests whether moving to growth after an extended value run produces better average returns than staying in value all the time. The chart shows that in the postwar US stock market (July 1946 to June 2009), a fixed timing rule does not produce higher returns than staying in value all the time. A buy-and-hold strategy produces slightly better returns than a 3, 4, or 5-year fixed timing rule, with about the same standard deviation. Also consider that the fixed timing rule returns do not reflect the higher trading costs and tax impact normally incurred in market timing activity.The duration of a small cap or value run apparently offers little insight into future performance of each risk factor relative to large cap and growth, respectively. 



Data provided by Fama/French. 
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• A small cap run of 3, 4, or 5 years may not increase the likelihood of underperformance in the following year.

Average US Small Cap Premiums Following Multi‐Year Runs
Annual

In the July 1927‐June 2009 period, there were 20 periods (events) when small cap beat large cap in three consecutive 
years. The Subsequent Premium in the following year averaged 11.75% across the 20 periods.

SMALL MINUS LARGE

Run = 3 Years Run = 4 Years Run = 5 Years
Average Premium 

(%)
Subsequent 
Premium (%) Events

Subsequent 
Premium (%) Events

Subsequent 
Premium (%) Events

July 1927‐June 2009 5.49 11.75 20 9.08 14 6.91 10

July 1946‐June 2009 2.76 7.77 16 6.62 11 3.25 8

July 1975‐June 2009 3.33 9.03 12 9.88 9 5.63 7

Presenter
Presentation Notes
Slide 1Talking Points:�The next two slides offer more evidence that size and value premiums are not easily identified or timed.The chart lists the average return premium for small cap stocks (small minus large) during various periods in US market history. In the three time horizons featured, small cap stocks offer a return premium over large cap stocks (see “Average Premium” column). A return premium for size also appears, on average, in the subsequent year following small cap runs of at least 3, 4, and 5 years. Keep in mind that these percentages reflect the average annual amount by which small cap outperformed large cap, controlling for differences in BtM.This analysis suggests that a multi-year run for small cap may not increase the likelihood of underperformance in the following year. Recent returns should not affect expectations of future performance.



Data provided by Fama/French.
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• A value run of 3, 4, or 5 years may not increase the likelihood of underperformance in the following year.

Average US Value Premiums Following Multi‐Year Runs
Annual

In the July 1927‐June 2009 period, there were 20 periods (events) when value beat growth in three consecutive years. The 
Subsequent Premium in the following year averaged 6.93% across the 20 periods.

VALUE MINUS GROWTH

Run = 3 Years Run = 4 Years Run = 5 Years
Average Premium 

(%)
Subsequent 
Premium (%) Events

Subsequent 
Premium (%) Events

Subsequent 
Premium (%) Events

July 1927‐June 2009 6.54 6.93 20 4.41 12 6.80 6

July 1946‐June 2009 4.52 2.04 16 1.16 9 2.01 4

July 1975‐June 2009 3.92 3.80 9 6.39 5 4.34 3

Presenter
Presentation Notes
Slide 2Talking Points:�This slide demonstrates that value stocks (high BtM stocks) have offered a return premium over growth stocks (low BtM) throughout market history. This average premium is designated as value minus growth.In the three time horizons featured, value stocks offered an average return premium above growth stocks (see “Average Premium” column). A return premium for value also appears, on average, in the subsequent year following value runs of at least 3, 4, and 5 years. Keep in mind that these percentages reflect the average annual amount by which value outperformed growth, controlling for differences in size (market cap).This suggests that a multi-year run for value may not increase the likelihood of underperformance in the next year. Recent returns should not affect expectations of future performance.



Precision in Portfolios
S1250.2

• Traditionally, “products” have been classified into 
rigid and sometimes arbitrary categories.

• Style boxes force crude strategic allocation.

Traditional 
Consulting 
Style Box

Value Blend Growth

Large
M

id
Sm

all

“The 
Market”

Three‐Factor 
Model

Large

Small

Growth Value

• Using the three‐factor model, the total portfolio 
is measured by factors that determine risk and 
expected return.

• Freedom from brittle definitions allows 
precisely tuned portfolios.

Presenter
Presentation Notes
Talking Points:The consulting style box displays a size/BtM grid that is a traditional tool used to identify asset class characteristics of portfolio holdings.The crosshair “map” offers a more comprehensive analysis to pinpoint the degree of size and value exposure in the portfolio. The map plots the entire US equity universe in two dimensions, with size on the vertical axis (large vs. small) and BtM along the horizontal axis (growth vs. value). All portfolios are plotted relative to the market, which sits at the intersection of the crosshairs.An investor seeking above-market returns must take higher risks, which is achieved by owning a greater-than-market proportion of small cap and value stocks. The northeast quadrant offers the target area for pursuing above-market portfolio returns—and the farther northeast one travels, the higher the small cap and value exposure.All portfolios can be plotted on the map according to their risk factor loading for a given period in time. The resulting position reveals much about their investment strategy—or lack of one.
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Structure Determines Performance

• Over 96% of the variation in returns is due to risk 
factor exposure. 

• After fees, traditional management typically 
reduces returns.

The Model Tells the Difference between Investing and Speculating

average
expected
return 
(minus T‐bills)

=
average
excess
return

+
sensitivity 
to market 
[market return 
minus T‐bills]

+
sensitivity
to size
[small stocks 
minus big stocks]

+
random 
error
e(t)

Priced Risk
• Positive expected return.
• Systematic.
• Economic.
• Long‐term.
• Investing.

Unpriced Risk
• Noise.
• Random.
• Short‐term.
• Speculating.

4% Stock Picking and 
Market Timing

96% Structured 
Exposure to Factors
• Market.
• Size.
• Value/growth.

sensitivity 
to BtM
[value stocks 
minus growth stocks]

Source: Dimensional Fund Advisors study (2002) of 44 institutional equity pension plans with $452 billion total assets.
Factor analysis run over various time periods, averaging nine years. Total assets based on total plan dollar amounts as of year end 2001.
Average explanatory power (R2) is for the Fama/French equity benchmark universe.

+

Presenter
Presentation Notes
Talking Points:Research shows that most of the variation in returns among equity portfolios can be explained by the portfolios’ relative exposure to three compensated risk factors: • Market factor—Stocks have higher expected returns than fixed income securities.• Size factor—Small cap stocks have higher expected returns than large cap stocks.• Book-to-Market (BtM) factor—Lower-priced “value” (high BtM) stocks have higher expected returns than higher-priced “growth” stocks (low BtM). Structuring a portfolio around compensated risk factors can change priorities in the investment process. The focus shifts from returns chasing (through stock picking or market timing) to diversification across multiple asset classes in a portfolio. The model in this slide illustrates this multifactor approach. Investors receive an average expected return (above T-bills) according to the relative risks they assume in their portfolios. The main factors driving expected returns are sensitivity to the market, sensitivity to small cap stocks (size factor), and sensitivity to value stocks (as measured by book-to-market ratio). Any additional average expected return in the portfolio may be attributed to unpriced risk.Average explanatory power (R2) is for the Fama/French equity benchmark universe. R2 describes the goodness of fit of a regression model by indicating the proportion of the total variance of the dependent variable explained by the model. 



Sources: Fama/French data provided by Fama/French. 
Indices are not available for direct investment; their performance does not reflect the expenses associated with the management of an actual portfolio. 
Past performance is not a guarantee of future results.
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Market Premium
Monthly: January 1990‐December 2009

Fama/French  US Market Research Factor Returns

Year Annual Return Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

1990 ‐13.8% ‐7.6% 0.9% 1.8% ‐3.5% 8.2% ‐1.1% ‐1.6% ‐9.9% ‐6.0% ‐1.9% 6.0% 2.4%

1991 29.1% 4.4% 7.1% 2.5% ‐0.2% 3.6% ‐4.8% 4.2% 2.2% ‐1.6% 1.4% ‐4.1% 10.3%
1992 6.4% ‐0.5% 1.1% ‐2.7% 1.0% 0.4% ‐2.3% 3.7% ‐2.3% 1.0% 0.9% 3.8% 1.5%

1993 8.4% 1.0% 0.3% 2.3% ‐2.8% 2.7% 0.3% ‐0.3% 3.7% ‐0.2% 1.6% ‐2.0% 1.7%
1994 ‐4.1% 2.9% ‐2.6% ‐4.9% 0.7% 0.6% ‐3.1% 2.8% 3.9% ‐2.2% 1.1% ‐4.1% 0.8%

1995 31.0% 1.6% 3.6% 2.2% 2.1% 2.9% 2.7% 3.6% 0.5% 3.2% ‐1.6% 3.9% 1.0%

1996 16.2% 2.4% 1.2% 0.7% 2.1% 2.3% ‐1.2% ‐5.8% 2.8% 4.9% 0.9% 6.1% ‐1.6%
1997 26.1% 4.9% ‐0.5% ‐4.9% 3.8% 6.7% 4.0% 7.2% ‐4.0% 5.4% ‐3.9% 2.7% 1.3%

1998 19.4% 0.0% 6.9% 4.7% 0.7% ‐3.0% 2.8% ‐2.7% ‐16.2% 5.9% 7.1% 5.9% 5.9%
1999 20.2% 3.5% ‐4.2% 3.4% 4.5% ‐2.4% 4.7% ‐3.4% ‐1.4% ‐2.7% 5.8% 3.3% 8.0%

2000 ‐16.7% ‐4.4% 2.8% 4.9% ‐6.4% ‐4.4% 4.8% ‐2.2% 7.1% ‐5.6% ‐3.0% ‐10.8% 1.5%
2001 ‐14.8% 3.4% ‐10.3% ‐7.5% 8.0% 0.7% ‐2.0% ‐2.1% ‐6.2% ‐9.4% 2.6% 7.7% 1.6%

2002 ‐22.9% ‐1.8% ‐2.3% 4.3% ‐5.1% ‐1.2% ‐7.2% ‐8.3% 0.7% ‐10.1% 7.4% 6.0% ‐5.4%

2003 30.7% ‐2.4% ‐1.6% 0.9% 8.2% 6.3% 1.5% 2.2% 2.4% ‐1.0% 6.0% 1.6% 4.5%
2004 10.7% 2.2% 1.5% ‐1.2% ‐2.5% 1.4% 2.1% ‐3.9% 0.2% 2.0% 1.7% 4.7% 3.4%

2005 3.2% ‐2.8% 2.1% ‐1.9% ‐2.7% 3.6% 0.9% 4.1% ‐0.9% 0.8% ‐2.4% 3.7% 0.0%
2006 10.6% 3.7% ‐0.5% 1.5% 0.9% ‐3.5% ‐0.4% ‐0.6% 2.1% 1.5% 3.3% 2.0% 0.7%

2007 0.8% 1.5% ‐1.8% 0.9% 3.6% 3.5% ‐1.9% ‐3.6% 0.7% 3.8% 2.3% ‐5.3% ‐0.7%

2008 ‐38.4% ‐6.4% ‐2.3% ‐1.2% 5.0% 2.2% ‐8.0% ‐1.5% 1.0% ‐10.0% ‐18.6% ‐8.5% 2.1%
2009 29.1% ‐7.7% ‐10.1% 8.8% 11.1% 6.7% ‐0.3% 8.2% 3.2% 4.5% ‐2.8% 5.7% 2.9%

Indicates a monthly return greater than 6.0% or less than ‐6.0%.

Monthly returns greater than 6% 15
Monthly returns less than 6% 17

Presenter
Presentation Notes
The equity market premium describes the return of stocks over a “risk-free” alternative (Treasury bills). Using a somewhat shorter time period for the purposes of detailed illustration, the chart provides monthly return premiums for the US stock market for a shorter period, from 1990 through 2009.  The shaded boxes indicate the monthly returns greater than +6% and worse than -6%. Although the market premium was negative in eight months in 2008—exceeding the -6% mark in five cases—this frequency is not remarkable when compared to all monthly periods from 1990 through 2009. What is perhaps more exceptional is the 48-month period of low volatility from 2004 to 2007. During this time, there were no monthly losses or gains exceeding the 6% range, as indicated by the absence of shaded boxes. In some respects, this extended period of stable returns is just as anomalous as the current period of volatility in the market.
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Market Premium
Monthly: January 1990‐December 2009

Highest
Monthly
Return: 11.1%
(Apr 2009)

Average
Monthly
Return: 0.47%

Lowest
Monthly
Return: ‐18.6%
(Oct 2008)

Fama/French US Market Research Factor Returns

Sources: Fama/French data provided by Fama/French. 
Indices are not available for direct investment; their performance does not reflect the expenses associated with the management of an actual portfolio. 
Past performance is not a guarantee of future results.

Presenter
Presentation Notes
This graph presents the same data as the market premium chart. The red line indicates the average monthly premium during the entire period (47 basis points per month).  In retrospect, this was not a bad period to be invested in equities, even though the 0.47% average monthly return was below the longer-term monthly average of 0.61% dating back to 1926. Although the data would indicate a net-positive investment experience, the chart does not look very appealing. It reflects significant volatility for much of the period, with monthly losses seemingly offsetting monthly gains. At first glance, this level of volatility would appear to deliver a negative investment experience, even though the average monthly return for the entire period was positive. This is the nature of equity investing. Investors who want to receive expected returns in excess of T-bills must accept a higher level of risk, which is manifested in volatile short-term returns.



Sources: Dimensional; the S&P data are provided by Standard & Poor’s Index Services Group. 
Indices are not available for direct investment; their performance does not reflect the expenses associated with the management of an actual portfolio. 
Past performance is not a guarantee of future results.
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S&P 500 Index Returns
Monthly: January 1990-March 2010

Highest
Monthly
Return: 11.4%
(Dec 1991)

Average
Monthly
Return: 0.77%

Lowest
Monthly
Return: -16.8%
(Oct 2008)

Presenter
Presentation Notes
This graph shows the US market’s total return (rather than premium) for the same time period. It shows the same pattern as the market premium graph, with losses apparently offsetting gains. The overall return was positive, however. The average monthly return was 0.77%, as designated by the red line.



Business Cycle

Risk Premium

Peak

Trough

Market Risk Premium Is Countercyclical

The risk premium is the additional return an investor requires to compensate for the risk borne. Business cycle is a repetitive cycles of economic expansion and contractions. 
Peak is the high point at the end of an economic expansion until the start of a contraction. Trough is the transition point between economic recession and recovery.
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Presenter
Presentation Notes
Talking Points:Many investors assume that stock returns follow the business cycle. According to this view, the stock market offers a higher expected return premium in a strong economy and a lower premium in a weak economy. (The market premium refers to the return of stocks over T-bills.)In reality, the market premium tends to run counter to the business cycle, as illustrated in this conceptual graph. The premium is a function of how investors perceive their risk exposure in equities relative to cash, or T-bills. During recessions, as company earnings fall and investors become more risk averse, stock prices adjust downward, which raises expected returns. The possibility of earning higher returns compensates investors for choosing stocks over cash.Conversely, investors will accept a lower expected return when they regard stocks as less risky relative to cash (i.e., a lower market risk premium). This typically occurs when the economy is expanding and the outlook for company earnings is strong. As more investors choose to hold stocks, market competition drives up stock prices relative to company performance, which reduces expected returns. Investors should not attempt to time the business cycle. Economic performance is only known after the fact, while stock prices reflect the market’s view of future business performance. As new information becomes public, stock prices adjust to provide equity investors an expected return that matches perceived risk.Investors are best served by diversifying across many stocks, maintaining a long-term perspective, and applying discipline throughout the business cycle. 



• Equity Market
(complete value‐weighted universe of stocks)
Stocks tend to have higher expected returns than 
fixed income over time.

• Company Size
(measured by market capitalization)
Small company stocks tend to have higher expected 
returns than large company stocks over time.

• Company Price
(measured by ratio of company book value to market 
equity)
Lower‐priced “value” stocks tend to have higher 
expected returns than higher‐priced “growth” stocks 
over time.

Eugene F. Fama and Kenneth R. French, “The Cross-Section of Expected Stock Returns,” Journal of Finance 47, no. 2 (June 1992): 427-65.
Eugene F. Fama and Kenneth R. French are consultants for Dimensional Fund Advisors. This page contains the opinions of Eugene F. Fama and Kenneth R. French but not 
necessarily of Dimensional Fund Advisors or DFA Securities LLC, and does not represent a recommendation of any particular security, strategy, or investment product. The 
opinions expressed are subject to change without notice. This material is distributed for educational purposes only and should not be considered investment advice or an 
offer of any security for sale. Dimensional Fund Advisors (“Dimensional”) is an investment advisor registered with the Securities and Exchange Commission. All materials 
presented are compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. This article is distributed for educational purposes, and it is not 
to be construed as an offer, solicitation, recommendation, or endorsement of any particular security, products or services described. ©2009 by Dimensional Fund Advisors. 
All rights reserved. 
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Increased Risk
Exposure and
Expected Return
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Stock
Market

Decreased Risk 
Exposure and 

Expected Return

Three Dimensions of Stock Returns around the World
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Risk and Return Are Related

Presenter
Presentation Notes
Talking Points:The difference in returns among portfolios is largely determined by relative exposure to the market, small cap stocks, and value stocks. Stocks offer higher expected returns than fixed income due to the higher perceived risk of being in the market. Many economists further believe that small cap and value stocks outperform large cap and growth because the market rationally discounts their prices to reflect underlying risk. The lower prices give investors greater upside as compensation for bearing this risk.Investors who want to earn above-market returns must take higher risks in their portfolio. The cross-hair map illustrates that tilting a portfolio toward small cap and value stocks increases the exposure to risk and expected return. Decreasing this exposure relative to the market results in lower risk and lower expected return. 



Periods based on rolling annualized returns. 703 total 25-year periods. 763 total 20-year periods. 
823 total 15-year periods. 883 total 10-year periods. 943 total 5-year periods.
Performance based on Fama/French Research Factors. Securities of small companies are often less liquid than those of large companies. 
As a result, small company stocks may fluctuate relatively more in price. Mutual funds distributed by DFA Securities LLC.

The Risk Dimensions Delivered
July 1926 ‐ December 2009

Value beat growth 100% of the time.

Value beat growth 100% of the time.

Value beat growth 99% of the time.

Value beat growth 96% of the time.

Value beat growth 86% of the time.

Small beat large 96% of the time.

Small beat large 83% of the time.

Small beat large 78% of the time.

Small beat large 68% of the time.

Small beat large 60% of the time.

US Value vs. US Growth US Small vs. US Large
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Presenter
Presentation Notes
This slide documents the frequency with which the value and size premiums have been positive over various time periods in the US stock market from 1926 to 2009.  As the results illustrate, US value stocks have outperformed US growth stocks—and US small cap stocks have outperformed US large cap stocks—in a majority of all the rolling return periods measured. The US value premium has been positive more often than the size premium. The time periods, which range from five to twenty-five years, are based on annualized returns for rolling 12-month periods (e.g., January-December, February-January, March-February, etc.). The total number of 12-month periods for each time frame is indicated in the footnotes.



Periods based on rolling annualized returns. 121 total 25-year periods. 181 total 20-year periods. 
241 total 15-year periods. 301 total 10-year periods. 361 total 5-year periods.
International Value and Growth data provided by Fama/French from Bloomberg and MSCI securities data. International Small data compiled by Dimensional 
from Bloomberg, StyleResearch, London Business School, and Nomura Securities data. International Large is MSCI EAFE Index net of foreign withholding 
taxes on dividends; copyright MSCI 2010, all rights reserved. Foreign securities prices may decline or fluctuate because of: (a) economic or political actions 
of foreign governments, and/or (b) less regulated or liquid securities markets. Investors holding these securities are also exposed to foreign currency risk (the 
possibility that foreign currency will fluctuate in value against the US dollar). Securities of small companies are often less liquid than those of large 
companies. As a result, small company stocks may fluctuate relatively more in price. Mutual funds distributed by DFA Securities LLC.

The Risk Dimensions Delivered
January 1975 ‐ December 2009
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Value beat growth 100% of the time.

Value beat growth 100% of the time.

Value beat growth 100% of the time.

Value beat growth 100% of the time.

Value beat growth 98% of the time.

Small beat large 100% of the time.

Small beat large 100% of the time.

Small beat large 84% of the time.

Small beat large 76% of the time.

Small beat large 75% of the time.

International Value vs. International Growth International Small vs. International Large

Presenter
Presentation Notes
This slide documents the frequency with which the value and size premiums have been positive over various time periods in the international (non-US) developed stock markets from 1975-2009.  In the international markets, value stocks have outperformed growth stocks—and small cap stocks have outperformed large cap stocks—in a majority of all rolling return periods measured. The value premium has been strongly positive more often than the size premium. The time periods, which range from five to twenty-five years, are based on annualized returns for rolling 12-month periods (e.g., January-December, February-January, March-February, etc.). The total number of 12-month periods for each time frame is indicated in the footnotes. The set of available data for non-US developed markets is considerably shorter than US markets. As a result, the smaller set of observations can amplify the effect of sustained periods of negative or positive premiums. This may explain part of the frequency difference between the 20-year and 15-year periods for the international small cap premium. 
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Copyright MSCI 2010. Unpublished. All rights reserved. This information may only be used for your internal use, may not 
be reproduced or redisseminated in any form and may not be used to create any financial instruments or products or 
any indices. This information is provided on an “as is” basis and the user of this information assumes the entire risk of 
any use it may make or permit to be made of this information. Neither MSCI, any of its affiliates, nor any other person 
involved in or related to compiling, computing or creating this information makes any express or implied warranties or 
representations with respect to such information or the results to be obtained by the use thereof, and MSCI, its 
affiliates, and each such other person hereby expressly disclaims all warranties (including, without limitation, all 
warranties of originality, accuracy, completeness, timeliness, non‐infringement, merchantability and fitness for a 
particular purpose) with respect to this information. Without limiting any of the foregoing, in no event shall MSCI, any 
of its affiliates or any other person involved in or related to compiling, computing, or creating this information have any 
liability for any direct, indirect, special, incidental, punitive, consequential, or any other damages (including, without 
limitation, lost profits) even if notified of, or if it might otherwise have anticipated, the possibility of such damages.

MSCI Disclosure

Presenter
Presentation Notes
This slide must be included in all presentations with slides that contain MSCI data. The disclosure indicates that MSCI data may only be used internally and cannot be distributed; however that message is meant for individual investors.Under a special agreement with MSCI, advisors may redistribute the data provided in these slides. The agreement only covers these slides.
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