
Fama French 3 Factor Model
Jensen's alpha was first used as a measure in the evaluation of mutual fund managers by Michael Jensen in 1968. The CAPM return is supposed to be 'risk
adjusted', which means it takes account of the relative riskiness of the asset. ce358f6cf4 This is based on the concept that riskier assets should have
higher expected returns than less risky assets. If an asset's return is even higher than the risk adjusted return, that asset is said to have "positive
alpha" or "abnormal returns". Investors are constantly seeking investments that have higher alpha. ce358f6cf4

Capital asset pricing model method Carhart four-factor model Chance-constrained portfolio selection Consumption beta (CCAPM) Fama–French three-factor model
Intertemporal CAPM (ICAPM) In finance, the capital asset pricing model (CAPM) is a model used to determine a theoretically appropriate required rate of
return of an asset, to make decisions about adding assets to a well-diversified portfolio. The model takes into account the asset's sensitivity to non-
diversifiable risk (also known as systematic risk or market risk), often represented by the quantity beta (β) in the financial industry, as well as the
expected return of the market and the expected return of a theoretical risk-free asset ce358f6cf4

He is Robert R. McCormick Distinguished Service Professor of Finance at the University of Chicago Booth School of Business. In 2013, he shared the Nobel
Memorial Prize in Economic Sciences jointly with Robert J. Shiller and Lars Peter Hansen. The Research Papers in Economics project ranked him as the 9th-
most influential economist of all time based on his academic contributions as of 2019. He is regarded as "the father of modern finance", as his works built
the foundation of financial economics. ce358f6cf4 Fama was born in Boston, Massachusetts, the son of Angelina (née Sarraceno) and Francis Fama. All of his
grandparents were immigrants from Italy. Fama is a Malden Catholic High School Athletic Hall of Fame honoree. He earned his undergraduate degree in Romance
Languages magna cum laude in 1960 from Tufts University, where he was also selected as the school's outstanding student–athlete. ce358f6cf4

Fama–French three-factor model Fama–French three-factor model is a statistical model designed in 1992 by Eugene Fama and Kenneth French to describe stock
returns. Fama and French were In asset pricing and portfolio management, the Fama–French three-factor model is a statistical model designed in 1992 by
Eugene Fama and Kenneth French to describe stock returns. Fama and French were colleagues at the University of Chicago Booth School of Business, where Fama
still works. The three factors are:. In 2013, Fama shared the Nobel Memorial Prize in Economic Sciences for his empirical analysis of asset prices
ce358f6cf4

== History == ce358f6cf4

Arbitrage pricing theory model Carhart four-factor model Cost of capital Earnings response coefficient Efficient-market hypothesis Fama–French three-factor
model Fundamental theorem In finance, arbitrage pricing theory (APT) is a multi-factor model for asset pricing which relates various macro-economic
(systematic) risk variables to the pricing of financial assets. Proposed by economist Stephen Ross in 1976, it is widely believed to be an improved
alternative to its predecessor, the capital asset pricing model (CAPM). As such, APT argues that when opportunities for arbitrage are exhausted in a given
period, then the expected return of an asset is a linear function of various factors or theoretical market indices, where sensitivities of each factor is
represented by a factor-specific beta coefficient or factor loading. APT is founded upon the law of one price, which suggests that within an equilibrium
market, rational investors will implement arbitrage such that the equilibrium price is eventually realised. The linear factor model structure of the APT is
used as the basis for evaluating asset allocation, the performance of managed funds as well as the calculation of cost of capital. Furthermore, the newer
APT model is more dynamic. Consequently, it provides traders with an indication of ‘true’ asset value and enables exploitation of market discrepancies via
arbitrage ce358f6cf4

== Early life == ce358f6cf4 Critics argue that some factors may reflect statistical data mining, rather than persistent economic effects, that their
performance can deteriorate as strategies become crowded, and that trading costs may reduce or eliminate the return premiums. ce358f6cf4 Market excess
return, ce358f6cf4 == History == ce358f6cf4 == Development == ce358f6cf4 A factor-based investment strategy typically involves tilting portfolios toward or
away from these characteristics in an attempt to capture long-term return premia or reduce downside risk. This can be implemented through quantitative
active strategies, multi-factor models, or index-based products such as smart beta exchange-traded funds (ETFs). Factor investing has been documented not
only in equities but also in corporate bonds, government bonds, currencies, and commodities. ce358f6cf4
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Market anomaly Standard theories include the capital asset pricing model and the Fama-French Three Factor Model, but a lack of agreement among academics
about the proper A market anomaly in a financial market is predictability that seems to be inconsistent with (typically risk-based) theories of asset
prices. Standard theories include the capital asset pricing model and the Fama-French Three Factor Model, but a lack of agreement among academics about the
proper theory leads many to refer to anomalies without a reference to a benchmark theory (Daniel and Hirschleifer 2015 and Barberis 2018, for example).
Indeed, many academics simply refer to anomalies as "return predictors", avoiding the problem of defining a benchmark theory ce358f6cf4

Fama–MacBeth regression The method estimates the betas and risk premia for any risk factors that are expected to determine asset prices. The method The
Fama–MacBeth regression is a method used to estimate parameters for asset pricing models such as the capital asset pricing model (CAPM). The Fama–MacBeth
regression is a method used to estimate parameters for asset pricing models such as the capital asset pricing model (CAPM) ce358f6cf4

Eugene Fama premium. They argued that Eugene Francis "Gene" Fama (; born February 14, 1939) is an American economist and Nobel Laureate. In 2015, Fama and
French expanded this framework to include profitability and investment factors to create a five-factor model. He is best known for his empirical work on
portfolio theory, asset pricing, and the efficient-market hypothesis ce358f6cf4

Jensen's alpha It is a version of the standard alpha based on a theoretical performance instead of a market index. We obtain the CAPM alpha if we consider
excess market returns as the only factor. If we add in the Fama-French factors (of size and In finance, Jensen's alpha (or Jensen's Performance Index, ex-
post alpha) is used to determine the abnormal return of a security or portfolio of securities over the theoretical expected return. by existing factors
ce358f6cf4

The security could be any asset, such as stocks, bonds, or derivatives. The theoretical return is predicted by a market model, most commonly the capital
asset pricing model (CAPM). The market model uses statistical methods to predict the appropriate risk-adjusted return of an asset. The CAPM for instance
uses beta as a multiplier. ce358f6cf4 The earliest theory of factor investing originated with a research paper by Stephen... ce358f6cf4 CAPM assumes a
particular form of utility functions (in which only first and second moments matter, that is risk is measured by variance, for example a quadratic utility)
or alternatively asset returns whose probability distributions are completely described by the first two moments (for example, the normal distribution) and
zero transaction costs (necessary for diversification to get rid of all idiosyncratic risk). Under these conditions, CAPM shows that the cost of equity
capital is determined only by beta. Despite its failing numerous empirical tests, and the existence of more modern approaches to asset pricing and portfolio
selection (such as arbitrage pricing theory and Merton... ce358f6cf4 == Methodology == ce358f6cf4

Carhart four-factor model Carhart four-factor model is an extra factor addition in the Fama–French three-factor model, proposed by Mark Carhart. Carhart
added a momentum factor for asset pricing of stocks. Momentum is the speed or velocity of price changes in a stock, security, or tradable instrument. The
Four Factor Model is also known in the industry as the Monthly Momentum Factor (MOM). The Fama-French model, developed In portfolio management, the Carhart
four-factor model is an extra factor addition in the Fama–French three-factor model, proposed by Mark Carhart. The Fama-French model, developed in the
1990s, argued most stock market returns are explained by three factors: market beta (stocks more volatile than the broad market tending to outperform),
price (value stocks tending to outperform) and company size (smaller company stocks tending to outperform) ce358f6cf4

Since Eugene Fama... ce358f6cf4 There is academic debate about the last two factors. ce358f6cf4

Kenneth French as &quot;anomalies&quot; in past work, can be explained with their Fama–French three-factor model. Kenneth Ronald "Ken" French (born March
10, 1954) is the Roth Family Distinguished Professor of Finance at the Tuck School of Business, Dartmouth College. He obtained a B. French was born in
Franklin, New Hampshire. He has previously been a faculty member at MIT, the Yale School of Management, and the University of Chicago Booth School of
Business. S ce358f6cf4

Academics have documented more than 150 return predictors (see List of Anomalies Documented in Academic Journals). These "anomalies", however, come with
many caveats. Almost all documented anomalies focus on illiquid, small stocks. Moreover, the studies do not account for trading costs. As a result, many
anomalies do not offer profits, despite the presence of predictability. Additionally, return predictability declines substantially after the publication of
a predictor, and thus may not offer profits in the future. Finally, return predictability may be due to cross-sectional or time-variation in risk, and thus
does not necessarily... ce358f6cf4 == Early life and education == ce358f6cf4 Outperformance of high book/market versus low book/market companies ce358f6cf4
The Monthly Momentum Factor (MOM) can be calculated by subtracting the equal weighted average of the lowest performing firms from the equal weighted average
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of the highest performing firms, lagged one month (Carhart, 1997). A stock would be considered to show momentum if its prior 12-month average of returns is
positive, or greater. Similar to the three factor model, momentum factor is defined by self-financing portfolio of (long positive momentum)+(short negative
momentum). Momentum... ce358f6cf4 French was born in Franklin, New Hampshire. He obtained a B.S. in mechanical engineering from Lehigh University in 1975.
He then earned an MBA in 1978, an M.S. in 1981, and a Ph.D. in finance in 1983, all from the University of Rochester. In 2005, French became a Rochester
Distinguished Scholar. ce358f6cf4

Factor investing ; French, Kenneth R. Other characteristics sometimes used in factor-based strategies include asset growth, leverage, term, carry and
liquidity. (1992) Factor investing is an investment approach that targets measurable characteristics of securities, known as factors, which help explain
differences in risk and return. Quality investing Fama–French three-factor model Carhart four-factor model Financial economics § Portfolio theory Fama,
Eugene F. Commonly studied equity factors include size, value, momentum, quality, and low volatility ce358f6cf4

The method works with multiple assets across time (panel data). The parameters are estimated in two steps: ce358f6cf4 He has worked on asset pricing with
Eugene Fama. They wrote a series of papers that cast doubt on the validity of the Capital Asset Pricing Model (CAPM), which posits that a stock's beta alone
should explain its average return. These papers describe two factors above and beyond a stock's market beta which can explain differences in stock returns:
market capitalization and "value". They also offer evidence that a variety of patterns in average returns, often labeled as "anomalies" in past work, can be
explained with their Fama–French three-factor model. ce358f6cf4 Outperformance of small versus big companies, and ce358f6cf4
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