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Recap: Factor Models

__ _AF
Tie —Tre = Q; + LBi ("me — Tff) + e

CAPM model benchmark

Tit — rft = afF + ,Bi(rmt — Tft) + SiSMBt + thMLt + uiUMDt + €it

4—factor (4F) model benchmark
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Scenario

= Imagine you are deciding your risky asset allocation.

= Currently, your risky portfolio is 60% S&P500 and 40%
value ETF.

= A salesman comes to you and asks you to invest in the
fund, which will (allegedly) increase the Sharpe Ratio of
your portfolio.

= Unfortunately, we do not have enough history to accurately
estimate alpha and beta of these funds.
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