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Reading the Index To Beat the Index
By HOWARD ISENSTEIN 5,000 stocks, the screens would leave about

they appeal to investors who realize that

most fund managers do not beat the
market for extended periods. But by tweak-
ing the mathematical approach taken by in-
dex funds, Dimensional Fund Advisors has
often been able to beat them.

The company, based in Santa Monica,
Calif., is known in the academic world and
among professionals — those who manage
assets for-pension funds and other big insti-
tutions — for its canny trading, sophisticated
use of computer modeling and an emphasis
on small-cap stocks.

But DFA, as it is often called, is hardly a
household word among individual investors,
largely because the company requires mini-
mum investments of $2 million for many of
its funds. DFA funds are also available with-
out such requirements through some 401 (k)
plans, and at minimums of $100,000 to
$200,000 through some financial advisers.

The company was founded in 1981 in the
spare bedroom of David G. Booth, now the
chief executive and co-chairman. According
to John C. Siciliano, the company's director

I NDEX funds mirror the market, and

A mathematical
focus on small-cap
value stocks.

of globa! institutional services, it manages
$48 billion for pension tunds, like those of the
Boeing Company and the states of Utah and
Missouri, along with 93 mutual funds.

Mr. Booth and Rex A. Sinquefield, the other
co-founder and co-chairman, together own
half of the company. [Employees and board
members own an additional 22 percent, and 28
individual investors own the remainder.]
Among them is Gov. Arnold Schwarzenegger
of California. Mr. Siciliano said that Mr,
Schwarzenegger was an “outside investor”
with less than 5 percent ownership of the com-
pany.! “Our outside investors are strictly in-
vestors and do not have a role in the manage-
ment or strategy of the company,” he sald.

A spokesman for Mr. Schwarzenegger de-
clined to comment.

Linda Ford
David G. Booth, chief executive of
Dimensional Fund Advisors, said it was
important to have a strong belief system
when managing assets.

Both Mr. Sinquefield and Mr. Booth gradu-
ated from the University of Chicago with
M.B.A's, and their company’s investing ap-
proach has been heavily influenced by the
theories of academics, some of whom are
consultants or part-owners of the company.
These include Eugene F. Fama, a finance
professor at the University of Chicago; Ken-
neth French, a finance professor at Dart-
rmouth; and Robert C. Merton, a Nobel laure-
atle in economics and a professor at Harvard
Business School.

Professor Fama, who owns less than 5 per-
cent of the firm, is its director of research,
while Professor French is director of invest-
ment strategy. (Professor Fama has served
as an economic adviser io Mr, Schwarzeneg-
ger, said Paul Wachter, Mr. Schwarzeneg-
ger's personal financial adviser.)

DFA uses approximately two dozen crite-
ria to weed out stocks that it expects to un-
derperform in a given asset class or are not
germane to It, Mr, Siciliano said, For exam-
ple, the firm considers only companies that
have been audited by a major accounting
firm, that are profitable and that do not face
any material litigation. It excludes initial
public offerings and real estate investment
trusts (except for inclusion in its real estate
fund}, and stocks for which a majority of
shares are not traded publicly.

In the small-cap universe, which has about

3,000, Mr. Siciliano said. The company uses
its own stock and market analysis to form
porticlios, which resemble the underlying
universe of screened stocks but do not neces-
sarily mirror it precisely.

URE index funds adhere scrupulous-
Ply to the weighting of the stocks and

bonds in an underlying index. But
when DFA’s fund managers decide that it is
time to buy or sell a security, they often wait
for a few days or weeks to get better prices,

“We get shown about 1,000 blocks” of
stocks a day, Mr. Siciliano said. “We may do
5 or 20" block orders, he added, “and ook for
a transaction that’s below the bid,” or lowest
price generally offered. Because the firm is
a very large trader in the small-cap arena, it
often succeeds, Mr, Siciliano said, adding
that 40 percent of its small-cap trades were
done at a discount to the market price.

The ability to screen stocks with sophisti-
cated mathematical techniques and to buy
below the bid are among the firm's competi-
tive advantages, and they have been exem-
plified in the DFA U.S. Micro Cap Portfolio,
the firm'’s first mutual fund. According to a
DFA-financed study by Donald B. Keim, a
DFA consultant and a professor at the Whar-
ton School of the University of Pennsylvania,
the U.S. Micro Cap Paortfolic has outper-
formed its closest benchmark, an ghscure in-
dex known as the CRSP 9-10, by 2.92 percent-
age points, annualized, since its inception in
1982,

DFA’s funds have generally fared well in
recent years. Its U.S. Micro Cap Portfolio,
for example, gained 16.8 percent in the last
quarter and 60.7 percent in 2003, placing it in
the top 6 percent of funds in its category for
the year, according to Morningstar. In the
five years through 2003, it returned 16.4 per-
cent, anoualized. Its U.S. Small Cap Value
fund gained 20.7 percent in the quarter and
59.4 percent for 2003, to finish in the top 13
percent of funds in its category for the year.
In the five years through 2003, it returned
16.9 percent, annualized.

DF A keeps fees relatively low. They aver-
age 0.49 percent of assets, well above the 0.26
percent average at Vanguard but {ar below
the average of 1.44 percent for all mutual
funds, according to Morningstar.

Paul Herbert, who covers DFA for Morn-
ingstar, said it had “a good reputation in the
financial planning and institutional commu-
nities,” becanse of its specific style, low



costs and good performance.

Jeremy J. Siegel, a finance professor at
the Wharton School at the University of
Pennsylvania, has a similar view. “It's a
very disciplined group” in terms of main-
taining investment objectives and analyzing
small-cap stocks, he said.

The firm’s emphasis on smali-cap stocks
has not always produced good returns. From
1996 through 1999, for example, a time when
growth stocks were sizzling, U.S. Small Cap
Value portfolio trailed the Standard & Poor’s
500, sometimes by large margins; in 1998,
the Portfolio lost 7.3 percent, a performance

that was 35.9 percentage points worse than
the S&P 500 Index. And the 1980's were bad
for U.S. small-cap stocks, which were hit
particularly hard by the recession early in
the decade and lagged behind the market in
subsequent years.

For individual investors, the most obvious
problem with DFA funds is buying them.
“We're really not equipped to be a retail
sales organization,”’ Mr. Siciliano said.
“We're an investment research shop.”

Mr. Herbert of Morningstar says that this
is an advantage for fund shareholders be-
cause DFA does not “have to deal with

finicky flows" into and out of its funds, which
can hurt liquidity and returns.

The firm’s funds are available to re-
tail investors in two ways — through
about 8060 fee-only financial planners
(www.dfaus.com/find_advisor) or through
about 35 major 401(k) plans, including
those of Verizon Communications, Bell-
South and the Sandia Corporation. Many
of those plans offer a handful of DFA
funds, often its U.S. Small Cap, U.S.
Small Cap Value, Micro Cap, Interna-
tional Value Portfolic and One-Year
Fixed Income funds, Mr. Siciliano said.
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Average Annual Total Retuens
As of September 30, 2005

The following information was provided by Dimensional Fusd Advisors Inc. and did not appear in the original publication:

1As of September 30, 2003.

*(RSP data provided by the Center for Research in Security Prices, University of Chicago.

Year to Date 1 Year 5Years 10 Years
US Micro Cap Pertfolio 3.84% 20.52% 12.11% 13.34%
US Small Cap Value Portfolio 6.19% 22.20% 18.27% 15.78%
CRSP 8-10 Index* 2.02% 18.78% 14.54% 14.05%

From July 1985 to June 2003. As of June 30, 2005, 6% of small cap trades were done at a discount to the market price.

Performance data shown above represents past performance. Past performance is no guarantee of future results, and current
perfermance may be higher or lower than the performance shown above, The investment return and principal value of an investment
will fiuctuate so that an investor’s shares, when redeemed, may bé worth more or less than their original cost. To obtain performance
data current to the most recent month end, access our website at www.dfaus.com. Average annual total returns include reinvestment
of dividends and capital gains.

Dimensional Fund Advisors Ing. is an investment advisor registered with the Securities and Exchange Commission. Consider the
investment objectives, risks, and charges and expenses of the Dimensional funds carefully before investing. For this and other information
about the Dimensional funds, please read the prospectus carefully before investing. Prospectuses are available by calling Dimensional
Fund Advisors Inc. collect at (310) 395-8005: on the Internst at www.dfaus.com; or, by mail, DFA Securities Inc., ¢/o Dimensional Fund
Advisors Inc., 1299 Ocean Avenue, 11th Floor, Santa Monica, CA 90401. Mutual funds distributed by DFA Securities Inc.
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