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With a host of noted academics minding the store, Dimensional Fund
Advisors has attracted a loyal following among fee-only advisers
BY LYNN O'SHAUGHNESSY

BRVIN TRUCT

ugene Fama Sr, who may someday receive one of those early-morning
transatlantic calls from the Nobel Prize committee, didn't become fa-
mous in academic circles for his tact.

After cramming several weeks of lectures from a Ph.D. pro-
gram into a one-hour presentation in Santa Monica, Calif., this
past April, Fama paused for questions from his audience of in-
vestment advisers. They were trying to digest the University of
Chicago professor’s onslaught of projector transparencies,
densely packed with figures illustrating the conclusions of a
study he and Kenneth French of Dartmouth College had un-
dertaken, which demonstrated that small-cap and value stocks
deliver an investment premium over time.

The diminutive finance professor answered questions from the
audience with the finesse of a hedge clipper. What was his opin-
jon of portfolio optimizers? “They’re junk. You’re wasting your
time with an optimizer, but if you have a lot of time to waste, go
ahead.” And hedge funds? “If you want to invest in something
where they steal your money and don’t tell you what they’re
doing, be my guest.” Then Fama took a swipe at Jeremy Siegel of
the Wharton School of the University of Pennsylvania, who has
questioned the small-cap premium by saying the advantage evap-
orates if you remove a few key years. “The reality is,” Fama
sniffed, “if you throw out the best five years of anything, it does-
’t do well.”

Fama’s supreme confidence is also evident inside the ocean-
front headquarters of Dimensional Fund Advisors (DFA) in
Santa Monica, where he serves as a board member of the insti-
tutional money-management firm. Several other academics, in-
cluding Roger Ibbotson of Yale University and Myron Scholes
of Stanford University, serve as board members of the mutual
funds advised by DFA. In a time when the market’s truculent

behavior has prompted soul-searching among some money
managers, DFA’s faith in how it invests the $34.4 billion! under
its management remains absolutely unshakable. The source of
DFA’s smugness becomes clear at its frequent educational sem-
inars for fee-only advisers: no one at the firm agonizes about
outsmarting the market, because they consider it as likely as
discovering how to transform baser metals into gold. As effi-
cient-market disciples, they dismiss any sustained successes of
active fund managers as sheer luck. “Talk about beating mar-
kets is irrelevant and extremely boring,” says Rex Sinquefield,
who in 1981 cofounded DFA with fellow University of Chica-
go Graduate School of Business alumnus David Booth. “There
is no evidence managers can beat markets; if there was, then
somebody would find it.”

Initially the money-management firm concentrated exclu-
sively on investing for institutional clients. But in 1990 DFA
opened its doors to fee-only financial advisers, who could for -
the first time invest in its funds on behalf of individuals. The rev-
erence DFA enjoys among many of the 300-plus advisers who
use its funds is legendary. Listen to true believers talk, and it
wouldn’t require a leap of faith to imagine that if God were an in-
vestor, Heaven would use DFA funds exclusively. Cash from ad-
visers is pouring in at record amounts. By August 31 the net flow
for the year had reached $2.1 billion.? That figure smashes the
old record set in 2001, when advisers invested $1.6 billion for
the entire year.

‘What sometimes gets lost in the fervor, however, is that DFA
funds won’t necessarily be the answer to every client’s prayer. Tax



efficiency is a nightmare for many DFA offerings. The firm’s
investment strategies also trigger periodic tracking error,
which may disturb your clients but doesn’t worry DFA.
Meanwhile, if you buy into DFA’s value and small-cap bias,
your clients may howl when their portfolios don’t behave like
their neighbors’. And finally, the firm’s institutional “my way
or the highway” attitude can be intimidating for advisers.
“I think there’s a little bit of fear out there, though maybe
that’s overstating it,” says client Mark Nickell, president of
J- Mark Nickell & Co. in Brentwood, Tenn., who describes
DFA’s adviser presentations as old-fashioned tent revivals that
are run by “efficient-market fundamentalists.”

“THERE’S NO EVIDENCE MANAGERS
CAN BEAT MARKETS; IF THERE WAS, THEN
SOMEBODY WOULD FIND IT”

At its heart DFAs structured-management investment strat-
egy defies pigeonholing. The approach isn’t an active one, but
it isn’t purely passive either. In general the firm’s investment
goal is to produce annualized returns for its funds that exceed
conventional benchmarks by 100 to 200 basis points with-
out producing excessive tracking error. DFA would be the
first to admit that this sort of outperformance won’t happen
with all its 30-plus funds—only those its portfolio managers
can squeeze potentially higher returns from, particularly in
the small-cap and value arenas. Some of its funds—such as
DFA U.S. Large Company, a plain-vanilla fund that tracks the
Standard & Poor’s 500 stock index—defy tweaking.

To accomplish its goal, the firm relies on indexes derived
from the vast database maintained by the Center for Research
in Security Prices (CRSP) at the University of Chicago. The
academics at DFA believe these indexes are far superior to
conventional benchmarks such as the S&P 500, Wilshire
5000, and Russell 2000 because of the way the database is
constructed. It includes prices for all domestic stocks traded
on the New York and American exchanges and the Nasdag.
The CRSP database ranks all companies by market capital-
ization and divides them into 10 equally populated deciles.
Decile 1 includes the biggest corporate titans such as Gener-
al Electric Co. and Exxon Mobil Corp., whereas deciles 9 and
10 are stuffed with microcaps. DFA believes that slicing the
market more finely than the popular indexes do and making
adjustments more frequently makes for purer asset classes.
“We provide a reliable exposure to a specific asset class,” says
Henry Gray, a DFA portfolio manager. “We’re readjusting on
a regular basis, so we’ve got the freshest small caps.”

The reason this slicing and dicing is so important is because
DFA believes that hidden within the markets is a size premi-
um. And that brings us back to Fama and French, who pro-
vide much of DFA’s economic underpinnings. Whereas

mutual fund launches are often instigated by marketing de-
partments, DFA portfolios are generally created and tweaked
in reaction to academic research. DFA, which got its start by
originally rolling out passive small-cap funds, was jolted into
examining how it could construct even better investment
products by research that Fama and French undertook in
1990. The academics sought to unmask the sources of risk
that the market systematically bestows with greater returns.

And what they uncovered was a trio of economic traits—
or a three-factor model—that the pair concluded could ex-
plain most of the variation of stock-portfolio average returns.
The three are company size, book-to-market ratio, and the
classic market beta. Fama and French
challenged the earlier research of
William Sharpe, the 1990 Nobel lau-
reate at Stanford University and the
creator of the capital-asset-pricing
model, who essentially concluded that
expected returns hinged on market
beta alone.

Based on Fama and French’s research, DFA structured
many of its funds to capture the return premiums it believed
were associated with high book-to-market stocks—that is,
value stocks—and small market cap. DFA continues to use
book to market even though skeptics quibble that the tool is
an economic dinosaur. “There’s nothing special about book
to market,” says Eugene Fama Jr., a DFA vice president. “It
doesn’t describe risk. However, sorting stocks by book to
market also seems to sort them by their true underlying
source of risk—the level of their distress.” Ultimately, DFA
believes that screening for high book-to-market stocks al-
lows the firm’s small- and large-cap value funds to maintain
a more consistent and stronger exposure to value names than
its peers. The strategy seems to be working.

DFA is just as dogged about exploiting a small-cap pre-
mium by maintaining portfolios stuffed with tiny holdings.
For example, the DFA U.S. Micro Cap fund has about a
third of the median market cap that the average small-cap
index fund has. And because DFA used CRSP deciles 6-10 as
a benchmark at the funds’ inceptions, rather than the S&P
Small Cap 600 or Russell 2000, its small-cap funds have less
than four-fifths the median market cap that the average
small-cap fund has. Although decile 10 stocks recently rep-
resented more than 10 percent of the total market cap of the
CRSP 6-10 index, the Russell 2000 has only limited expo-
sure to these tiny tots, which have been the market’s historic
best performers.

DFA portfolio managers further try to enhance small-cap
fund returns by fixating on trading costs. Despite a notori-
ously illiquid market, block trading helps keep expenses in-
credibly low. The firm, which is a huge manager of small-cap
stock, evaluates hundreds of potential block trades a day and
discount trades account for a substantial amount of its pur-
chases. DFA’ average block purchase price of small caps has



was searching for a passively managed small-cap fund. He
eventually sold his own business and launched DFA’s advis-
er sideline in 1990.

LEARLY, DFA SEES ONE OF ITS MISSIONS AS

bringing the rigors of academic research to advisers,

who aren’t inclined to spend precious hours trudging
through heavily footnoted academic papers, no matter how
brilliant the conclusions. DFA views its job as bridging the
gulf between the ivory-tower academics and the professionals
in the trenches. “Fama doesn’t read Barron’s and readers of
Barron’s don’t read Fama,” Wellington says. As part of its ed-
ucation process for advisers, DFA has archived client presen-
tations, academic papers, fund statistics, regular
commentaries, and frequently asked questions on its Website
at www.dfaus.com.

DFA believes repeated conversations with advisers are nec-
essary to ensure they possess realistic expectations of its in-
vestment strategy. Just as critical is the ability of advisers to
adroitly convey this message to their own clients, who may
have their noses buried in a Money article on 2003’s hottest
funds. It’s this obsession with setting appropriate expectations

that probably saved the firm back in the 1980s when small-
cap stocks were sinking in quicksand. DFA’ clients didn’t bolt
during this period. And during the more recent tech mania,
DFA spent an inordinate amount of time helping advisers
convince their skeptical clients that diversification really was-
n’t a dumb idea.

A number of other firms have their own passively man-
aged funds for financial advisers, says Wheeler. Plenty of
planners use Vanguard funds, for example, but DFA doesn’t
consider the indexing giant a competitor. One of the differ-
ences, notes Larry Swedroe, a principal at Buckingham Asset
Management in St. Louis and the author of What Wall Street
Doesn’t Want You to Know: How You Can Build Real
Wealth Tnvesting in Index Funds (St. Martin’s), is that Van-
guard doesn’t offer tax-managed value funds or indexed
small-cap or large-cap value international funds. “There’s no
question that DFA is a superior fund family,” Swedroe says.

Lynn O’Shaughnessy, is a financial journalz:st and fO?’-WZET;
reporter for the Los Angeles Times. She is the author of the
Retirement Bible and the Investing Bible (both John Wiley).

(#17319) Excerpted and adapted with permission from Wealth Manager magazine. Copyright 2002 by Highline Media, LLC. All Rights Reserved.
Minor changes have been made to this article, as the performance numbers have changed since the 2002 publication.




'Assets under management as of March 31, 2008 equaled $145 billion,
Ynvestments in funds advised by Dimensional from clients of investment advisors as of March 31, 2008 equaled $86 billion.
31985-1994: SEI Trading Cost Data. 1995-2002: Professor Donald B. Keim, the Wharton School, University of Pennsylvania.
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