[bookmark: _GoBack]Dimensional Fund Advisory was an investment firm composed of small stocks. This firm believed in the efficient market theory. They believed in diversification to reduce firm specific risk, but they did not rely on indexing or passive investment. They believed in the “small stock effect”: small stocks provide greater returns than large stocks for the same amount of volatility. Their strategy was to invest in small cap stocks based on deciles. They started with the “DFA 9-10 Strategy”, in which they invested in companies chosen from the 9th and 10th deciles of the NYSE, the American Stock Exchange and the NASDAQ. Later, they added the “DFA 6-10 Strategy” and the “DFA 6-7-8 Strategy”.
The implemented an active strategy by searching for attractive purchases. They screened stocks. They looked for impatient or desperate sellers. They rejected stocks that were expected to divulge news soon. They questioned themselves about the seller and the nature of the sells. Once they ensured that sellers were not selling because they had adverse information or negative private information about the stock, they then negotiated for a good price. 
DFA had an additional competitive advantage by creating trading efficiencies to reduce transaction cost. They charged an active management fee that was higher than passive management fees, but smaller than what the average active manager charges. It was part of their core beliefs to offer low transaction costs. They traded in blocks to extract a discount on the stock purchase, which in turn reduced transaction costs was able to extract a discount on the stock purchase.
When stocks became too large, they sold them. They eventually added to their original product line until they had a full product line. They turned new academic findings into productive investment strategies. Their products were based on research results from academic sources. In fact, if research papers were used by DFA to build a new product, they offered the researches a percentage of their revenues. 
DFA’s investment philosophy is particularly focused on research by Fama and French. The two university professors had the goal to understand how beta explained returns. They found that beta did not predict long-run average returns. High beta stocks did not outperform low beta stocks.  Size and book/market ratio explained average long-run return. Small and cheap stocks (high book/market ratios) have the higher average returns. 
What Fama and French had discovered was an opportunity for DFA to add new products to their product line. There is a relation between book/market and profitability. Book/market and earnings are negatively correlated.
There are only 3 factors to consider when constructing a portfolio: The stocks market’s overall performance, the size-effect, and the “book-to-market” factor.
Case oral presentation 1: 
They purchase large blocks of small stocks at discounted prices. 
They believe than the market is efficient. No one can beat the market.
In the long run, investors will be rewarded for the risk they take.
Their target clients are institutional investors. Large and sophisticated. External money managers to help with their business.
The company’s strategy: based on academic research and efficient market.
They have elements from both: the passive and active strategy. DFA is in between active and passive. They use diversification to reduce specific risk of individual stocks. They replicate entire sectors. 
How does a DFA screen stock: 1. Block trade through DFA system. 2) computer screening size requirements. 3)
Pros: 
1) DFA small stock strategy: provides greater historical returns. Buying at large block eliminates the sellers volatility
2) Academic oriented
3) DFA trading strategy: 
4) Offer hybrid strategies: believes in efficient market. Allows them to diversify the risk

Cons: 
1) Rely mainly on computer-based systems choosing stocks
2) Did not rely upon indexing or completely passive investment strategies
3) Extreme liquidity problems in the smallest deciles: it’s hard for them to find a seller
4) Putting to much funds on small stock

goal of Fama and French: 
they examined: beta, size, leverage, e/p, and b/p
size and b/p showed the best relationship
Market factor, size factor, B/M factor
Leverage and E/p were relevant only individually. After these findings, DFA used them to create new stuff.
Small stocks require higher returns because smaller stocks are riskier. 
The risk is a lot higher for small-cap. That is why they have high return.
Value stocks: high book-to-market value
Growth stocks: low book-to-market value
In order to move forward, dfa should develop new fund. 
· Modifying/implement international strategy
· Distribution system
· Tax management: always reinvest their capital to differ paying taxes. 
· Move into alternative investment styles

Professor PowerPoint
Big correction the market today. Emerging markets are having trouble, which makes the whole stock market go down. Why were the last weeks so bad for the stock market? China, the second largest market in the world is slowing down, which affects everyone. Federal reserve is cutting QE.
The Federal Reserve wants to keep the interest rates low.
Small stock effect:
Over long periods of time small stocks seems to have provided greater average returns than large stocks without incurring commensurately volatility. 
DFA, David Booth: Chicago business school is named after him
Small firms are risker. Why? Which kind of risk?
The beta for a index fund is 1. If I create a portfolio of 100 small stocks, the beta should also be close to 1 because it is diversified.
Small stocks will have bigger beta for SMB (small minus big stocks) factor than the beta for large stocks for the SMB factor.
Efficient market
In the long run, investors were rewarded for risks taken
In a well-diversified small stock portfolio, investors should get higher return.
Why doesn’t CAPM (beta) capture the higher risk of small stocks? 
Price change is telling you the risk in the stocks. If it moves a lot, it is not equilibrium.
High Book to market firms:  value stocks
Facebook, twitter, Google: very high market value. There is a possibility that they are overvalued. 
Passive or Active investment
Not rely upon indexing or completely passive investment
Portfolio managers actively manage portfolios
DFA=Active
What may affect DFA portfolios?
· New client accounts: new clients = new money= where to invest
· Sale of stocks that had grown too large. They do not care for large stocks
· Takeovers and mergers: some small stocks are taken over by big firms. They sell immediately 
· Dividend income: they hold a lot of stocks, and there stocks will give the investors some dividend, which are extra cash flow. They have to reinvest that cash. They have to think about what they want to add to their existing portfolio, and that will change their portfolio.

Portfolio construction
· DFA 9-10 strategy 2800 stocks
· DFA 6-10 Strategy 4200 stocks
· DFA 6-8 strategy
You can charge more for 9-10 because there is a limited amount of place in that strategy. 
Three managers in charge of buying block of stocks
Buy large blocks with impatient or even desperate sellers on the other side.
They checked very recent earnings announcements, and the expectations of new-term earnings. Why? They are looking at fundamentals, accounting stuff.
They checked for the possibility that a new earnings announcement might be due shortly, and tended to reject any stocks where news was expected very soon. WHY? Because news can be a disaster or a good thing. There is uncertainty. Stick to strategy of small-unknown stocks. 

Fama-French
Three factors (Rm-Rf), SMB, HML
Explain size and BM factors
Graph exhibit 2. 
New product based on fama and French
Small high b/m 
Large high b/m
Sell/hold disciplines which would sell portfolio stocks when they stay too far from the target range.
Minimize transaction cost. Do not re balance too often.
But do not become too passive. Find a balance
What’s the problem for some indices?
S&P 500 neglects the small stock effect. Heavily weighted towards big stocks.
How fama French factors change the view of optimization?
Risk factors other than volatility make Sharpe ratio optimization less useful
Why?
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