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Abstract

There is some confusion surrounding premia commanded by standard stock market factors. Some research attributes the factors
to risk and some other research considers them to be a manifestation of mispricing. This note tries to resolve this confusion. My
position is that the premia for factors that are priced should remain stable over time, as there is no reason for investors to stop
pricing risk. Conversely, unstable premia that trend downward over time suggest mispricing being arbitraged away. The paper
considers premia for five well-known factors based on accounting and market capitalization data, and two factors based on past
returns, together with the excess market return. Amongst these eight standard and popular factors, only the profitability and
market factors yield a reliable non-zero premium over the last 25 years. Factors based on value, size, real investment, short- and
long-term reversal, and momentum, all fail to command significant non-zero premia. The evidence therefore suggests that the
original in-sample premia for these factors were driven by mispricing, rather than genuine risk pricing. As time goes on, we
would expect much the same to happen to the profitability anomaly. The evidence is supports adaptive market efficiency, that is,
inefficiencies disappear once discovered.
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1. Introduction

An important contribution to corporate bond market  reconcile the evidence in the stock market with that in the

research is the work of Dickerson et al. (2023a). They argue
that amongst many popular risk factors, only the bond market
portfolio reliably commands premia in corporate bonds. In a
followup paper Dickerson et al. [7] argue that there is no
reliable evidence of prior-return-based anomalies in corporate
bonds. These results are important, because they indicate that
corporate bond prices, for the most part, appear to be set
rationally, which accords with the results of Chordia et al. [2].
However, it seems that the stock market permits a large
number of anomalies (McLean and Pontiff [14]). How can we

bond market?

This note takes a step towards addressing the above
question. Specifically, the note argues using a defensible
sample period that similar evidence exists for the stock market
as that for the bond market. Using a fairly neutral technique
and a justifiable sample period, the note uncovers that
amongst seven standard and popular factors other than the
excess market return, only the RMW (profitability) factor of
Fama and French [10] commands a reliable premium. Value,
size, real investment, short- and long-term reversal, and
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momentum, all fail to garner a significant premium. As these used the 1962-1989 sample period, and the one used by Fama
other factors do not command a premium statistically = and French [8] was similar. Accordingly, all the note does is
different from zero, there is no point in trying to to go backwards from July 2023 to January 1996
cross-sectionally price them. Note that the one non-market  (approximately the same number of months as these original
factor that commands a premium corresponds to an anomaly ~ papers), and that is my sample period. The choice is simply
that was discovered relatively recently (Novy-Marx [15]). By ~ made in the singular (no other sample period is tried).* Also,
the arguments of McLean and Pontiff [14] we would expect  no subjective choices on factors is made, and the relevant
that to be among the last to disappear. Thus, the risk versus  factors are simply downloaded from Ken French’s website.
mispricing debate largely does not apply for the Fama and The note expresses deep gratitude to Ken for posting these
French [10] factors as well as reversals or momentum, factors publicly, and his methodology is transparent.?
because, aside from profitability, none of the factors carries a The factors considered are MKT (excess market return),
significant premium. SMB (size/market cap), HML (book/market), RMW

(profitability), CMA (investment/asset growth), MOM

(momentum), STREV (monthly reversal), and LTREV
2. The Method and Results (long-term reversal). See Fama and French [9], Fama and
French [10], Novy-Marx [15], Jegadeesh and Titman [12],
Jegadeesh [11], and DeBondt and Thaler [5] for the original
sources that develop these factors.

Note that in a strict taxonomy (a) a factor is any diversified
portfolio, (b) a risk factor is a well-diversified portfolio whose
returns are meaningfully related to the covariance matrix of
individual asset returns (e.g., via PCA), and (c) a priced risk
factor is related to the covariance matrix, yields an alphanet ~ 2.2. The Results
of known factors, and has a reasonable intermediate level of
the Sharpe ratio (see Pukthuanthong et al. [16] for further
details). This note is merely interested in the (a) concept and
whether the traded factor actually commands a premium (i.e.,
whether the first moment of its returns is reliably different

Next, the mean return for each of these factors is calculated,
together with accompanying t-statistic. The latter is the mean
divided by the standard error, which is the standard deviation
divided by the square root of the number of time-series
observations. The results are reported in Table 1 at the end of

from zero). this document.® As we can see, the t-statistic for every factor

. except RMW and MKT is below (in most cases well below)

2.1. Sample Period and Factors the two-tailed 5% threshold. The investment factor CMA is
: S )

Now, the sample period is discussed. As we know, the ;?;rr]gmally significant (at the 10% level) and of the correct

celebrated momentum paper of Jegadeesh and Titman [12]

Table 1. The Mean Return, Standard Deviation of the Return, and the T-statistic for Testing the Null that the Return on a Particular Stock
Market Factor Equals Zero, over the January 1996 to July 2007 Period. The Factors are The Factors are MKT (Excess Market Return),
SMB (Size/Market Cap), HML (Book/Market), RMW (Profitability), CMA (Investment/Asset Growth), MOM (Momentum), STREV (Monthly
Reversal), and LTREV (Longterm Reversal). They are Obtained from Kenneth French'’s \Website.

199601-202307 MKT SMB HML RMW CMA MOM STREV LTREV
Mean 0.704 0.115 0.107 0.391 0.226 0.305 0.293 0.098
StDev 4.623 3.289 3.461 2.826 2.301 5.051 3.759 2.872
t-stat 2.764 0.637 0.56 2.511 1.784 1.096 1.414 0.62

One could bring in concepts like skewness and momentum book-market, size, and real investment. And the other
crashes (Daniel and Moskowitz [3]) to justify why momentum important point that bears repeating is that the sample period
does not work in recent years. Nevertheless, that seems like ex  (non-controversially, it is hoped) consists of the same time span
post rationalization. The point is that a practitioner wantingto  as those in Fama and French [8] and Jegadeesh and Titman [12],
simply replicate Jegadeesh and Titman [12] using recent data  going backward from the most recent month of July 2023.

(and the same number of months as their study) would not The results have significant implications. First, they
find any evidence of momentum. support the analyses of McLean and Pontiff [14] that

To reiterate, neither reversals nor momentum command  anomalies tend to be arbitraged away once they are
premia in the cross-section of stock returns, and neither do  discovered. Second, they also raise the issue that if size and
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value are risk premia as argued in Berk [1] and Fama and
French [9] then it is puzzling that such risk is no longer priced.
We do not expect distress risk to disappear, and also do not
expect missing risk factors from market cap to be reflected in
market cap in periods after the ones where these effects were
originally documented.

As a further point, there are likely alternative ways to present
results from CRSP/Compustat (Jensen et al. [13]), and one
could quibble about Ken French’s sorting methods as well. All
the note is essentially is that using a defensible sample size and
method, most standard factors other than the excess market
return do not yield a first moment reliably different from zero,
leave alone a Sharpe ratio different from zero.

3. Conclusion

Aside from the recently discovered profitability factor
(Novy-Marx [15]), the Fama and French [10] factors, and
factors based on past returns, do not command a significant
premium over the past 25 years or so. It is cautiously asserted
here that what is really going on is that momentum, reversals,
value, real investment, and size represented genuine
anomalies that simply got arbitraged away via scale expansion
of anomaly-based trading. As time goes on, one would expect
much the same to happen to the profitability anomaly, and
perhaps, as Dickerson et al. [6] argue, we will be back to the
CAPM (if anything at all). The evidence is compellingly in
favor of adaptive market efficiency (Daniel and Titman [4]),
that is, inefficiencies disappear once discovered. What is
puzzling perhaps is the time taken for effects such as value
and momentum to disappear in the cross-section of stock
returns. Overall, the findings are actually good news for
quantitative asset management but also suggest that no
anomaly is likely to be persistent, once publicized.

Abbreviations

PCA Principal Components Analysis

MKT Excess Market Return

HML Long-short Portfolio return Based on
Book/Market

SMB Small Firm Return Minus Big Firm Return

RMW Robust Minus Weak Profitability factor

CMA Conservative Minus Aggressive Investment
Factor

MOM Momentum Factor

STREV  Short-term (monthly) Reversal Factor

LTREV  Long-term (>2 years) Reversal Factor

CAPM Capital Asset Pricing Model
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