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— Ang, Goetzmann & Schaefer (2009) study for
Norwegian Reserve Fund GPFG, the largest
institutional investor in Europe

= Active management of GPFG has added value

= This added value is not true skill (alpha) but can be
attributed to implicit exposures to systematic factor
premiums (betas), which arise from bottom-up
manager selection

Eondon = Recommendation: top-down approach to harvest

School factor premiums intentionally and efficiently
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Value and small-cap premium a reward for risk or
mispricing?

Table 10. Largest by Capitalization and by Fundamental Composite,

The premiums reflects a reward for risk 31 December 2004
. . . Weight in Weightin
L] M an y aCa d emics b e | leve th a t an y p remium 20 Largest by Reference Portfolio m%ex 20 Largest by Fundamental Composite  Index
must be a compensation for risk N o o i
= Generic value strategies are indeed tilted - 2 e i
H H H : Pfizer .1.70 | Fannie Mae® 1.497)
towards stocks with high distress risk (see s o et -
ta b | e ) Johnson & Johnson 156 SBC Communications 1.468
Intermnational Business Machines 1.37 ChevronTexaco 1.377
American International 124 General Motors 1.335 |
Intel 124 American International Group 1.311
The premiums are caused by mispricing Procter & Carple M Micruot L0
TPMorgan Chase & Co. 115 Ford Motor 1.232
- Other academ iCS pro pose non- rlsk ba Sed Wal—MarlStores 112 Verizon Communications 1.220
. . Cisco Systems 1.08 JP Morgan Chase & Co. 1189
explanations for the value and size Aluia Group 103 Aia Group 1140
. Verizon Communications 093 Pfizer 1.003
premium ChevionTexaco 09 Merck&Co. 0.947
Dell 0.88 Morgan Stanley 0.935
Wells Fargp & Co. 087 International Business Machines 0.913
Home DepotInc. 0.79 Wells Fargo & Co. 0.845

Fama, E. and French, K. (Journal of Finance, 1992), The Cross-Section of Expected Stock Returns i

Lakonishok, Shleifer, and Vishny (Journal of Finance, 1994), Contrarian Investment, Extrapolation, and Risk Source: ArnOtt/ Hsu & Moore (2005)
Robert A. Haugen, The New Finance, 1993

Arnott, R.D., Hsu, J., and Moore, P. (Financial Analyst Journal, 2005), Fundamental Indexation
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A closer look at the different findings in literature

= Vassalou and Xing (2004) use Merton’s (1974) DtD to measure risk. Other
approaches in the literature: accounting models [Altman (1968), Ohlson
(1980)]. No comparison between these approaches. Also no consensus in
literature.

= Idea is to see how sensitive results are to the definition of distress risk by
double sorted rank portfolios.

= Alternative approach to investigate relation of value/small-caps and distress by
Lakonishok, Shleifer, Vishny (1994): “... To be fundamentally riskier, value
stocks must underperform glamour stocks with some frequency, and
particularly in the bad states of the world when the marginal utility of wealth is
high.”

= We evaluate value/small-cap and distress risk profits conditional on the NBER
classification of the business cycle.
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Main results and implications

= Naive value and small-cap strategies are tilted towards stocks with
relatively higher D/A, distance-to-default, spreads, or credit ratings

= The return of value and small cap stocks, however, is not driven by
distress risk.
= We find not more than marginal extra returns as compensation for extreme risks.
= The return of value and small-cap stocks is negatively related to distress risk.

= The results are inconsistent with the notion that value and small cap
profits are a compensation for distress risk.
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Returns of portfolios sorted on the book-to-market

ratio
Annualized Return
Sep. 1991 - Dec. 2012
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Risk characteristics of portfolios sorted on B/M
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= Naive value strategy is tilted towards stocks with higher default risk
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Value effect controlled by distress risk

Annualized Return
Sep. 1991 - Dec. 2012
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= No compensation for distress risk
= The return of value stocks is negatively related to distress risk
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Value effect during different states of the business cycle

Returns during expansions Returns during recessions
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= If value stocks are fundamentally riskier, they must underperform growth stocks
particularly in the bad states of the world when the marginal utility of wealth is high.

= The results, however, show that value profits are high during recessions.
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Returns and risk of portfolios sorted on market cap

Return and distance-to-default
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= Naive small-cap strategy is tilted towards stocks with higher default risks
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Size effect controlled by distress risk

Annualized Return
Sep. 1991 - Dec. 2012
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= The return of small-cap stocks is negatively related to distress risk
= Once corrected for distress risk we observe a significant small-cap premium
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Size effect during different states of the business cycle

Returns during expansions Returns during recessions
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= Small-cap profits are high during recessions.

Are the Fama-French factors really risk factors?



Conclusions

= Naive small cap and value strategies are tilted towards stocks with
relatively higher D/A, distance-to-default, spreads, or credit ratings. All
these measures are capable in predicting distress risks.

= The return of small-cap and value stocks, however, is not driven by distress
risk.

= We find a negative relation between risk and return. This result holds
irrespective of which measure we use for distress risk.

= The results are inconsistent with the notion that small cap and value profits
are a compensation for distress risk.
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Important information

This document has been carefully prepared by Robeco Institutional Asset Management B.V. (Robeco). It is intended to
provide the reader with information on Robeco’s specific capabilities, but does not constitute a recommendation to buy or
sell certain securities or investment products. Any investment is always subject to risk. Investment decisions should
therefore only be based on the relevant prospectus and on thorough financial, fiscal and legal advice.

The content of this document is based upon sources of information believed to be reliable, but no warranty or
declaration, either explicit or implicit, is given as to their accuracy or completeness. This document is not intended for
distribution to or use by any person or entity in any jurisdiction or country where such distribution or use would be
contrary to local law or regulation. The information contained in this document is solely intended for professional
investors under the Dutch Act on the Financial Supervision (Wet financieel toezicht) or persons who are authorized to
receive such information under any other applicable laws.

Historical returns are provided for illustrative purposes only and do not necessarily reflect Robeco’s expectations for the
future. Past performances may not be representative for future results and actual returns may differ significantly from
expectations expressed in this document. The value of your investments may fluctuate. Results obtained in the past are
no guarantee for the future.

All copyrights, patents and other property in the information contained in this document are held by Robeco Institutional
Asset Management B.V. No rights whatsoever are licensed or assigned or shall otherwise pass to persons accessing this
information.

The information contained in this publication is not intended for users from other countries, such as US citizens and
residents, where the offering of foreign financial services is not permitted, or where Robeco's services are not available.

Robeco Institutional Asset Management B.V., Rotterdam (Trade Register no. 24123167) is registered with the
Netherlands Authority for the Financial Markets in Amsterdam.
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