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Use in active management:

● Multifactor models can be used to estimate the appropriate

expected return on a share given a set of risk factors and it’s

estimated factor returns (the coefficients of the risk factors used

in the model). If the risk factors can be predicted with greater

accuracy than the market, then the outperforming shares or

sectors can be identified. When the model is used to calculated

expected return, this can then be compared with the expected

return based on a discounted dividend or PE ratio model. If the

expected return indicated by the multifactor model is lower than

that indicated by the current share price the share appears

cheap.

Use in passive management:

● Multifactor models can also be used to identify and control the

exposure of a portfolio to the different risk factors and to change

the risk profile of the portfolio to better match the exposure of the

liabilities.
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The risks that are incurred by extreme market events can be identified

and investigated by the process of financial stress testing. This

involves subjecting a portfolio to extreme market moves by radically

changing the underlying portfolio assumptions and characteristics, in

order to gain insight into portfolio sensitivities to predefined risk

factors. This pertains in particular to asset correlations and volatilities.

There are two types of stress test:



i. to identify “weak areas” in the portfolio and investigate the effects

of localised stress situations by looking at the effect of different

combinations of correlations and volatilities.

ii. to gauge the impact of major market turmoil affecting all model

parameters, while ensuring consistency between correlations

while they are “stressed”.

A major part of establishing a comprehensive stress testing framework

should therefore focus on constructing stress test scenarios that apply

to the specific portfolio.
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ii. Compare dividend yields, earnings growth and price earning ratios

with the Index.
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