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Abstract

This paper examines to what extent stock market anomalies are driven by firm
fundamentals in an investment-based asset pricing framework. Using Bayesian Markov
Chain Monte Carlo (MCMC), we estimate a two-capital ¢g-model to match firm-level
stock returns, instead of matching portfolio-level return moments. Our methodology
addresses Campbell (2017)’s critique on prior studies that model parameters are chosen
to fit a specific set of anomalies and different values are needed to fit each anomaly.
The estimated model generates large and significant size, momentum, profitability,
investment, and intangibles premiums. However, it falls short in explaining the value

and accruals anomalies.
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1 Introduction

The investment-based asset pricing literature studies returns from the supply side of the
economy and formulates returns based on firm fundamentals, under the assumptions that a
firm operates to optimize its market equity.! Hayashi (1982) shows that with homogeneous
degree one production technology, a firm’s return on investment, which is a function of
its fundamentals, equals its weighted average cost of capital (WACC). Liu, Whited and
Zhang (2009) show that such a simple g-model fits value, earnings surprises, and investment
anomalies well, when the parameters of the model are estimated based on this identity
using the average returns of decile portfolios sorted by these anomaly variables as the target
moments. Additional asset pricing anomalies can be explained in this framework as shown
in subsequent studies, such as Belo, Xue and Zhang (2013) among others.

In this line of research, model parameters are estimated via the Generalized Method of
Moments (GMM) with the average returns of testing portfolios as target moments. However,
applying the Hayashi (1982) identity at the portfolio level is likely to miss information
orthogonal to the sorting variables underlying these portfolios, and the resulting parameter
estimates are generally portfolio-dependent. As Campbell (2017) (page 213) puts it: “This
problem, that different parameters are needed to fit each anomaly, is a pervasive one in the
g-theoretic asset pricing literature”.

To address this critique, we estimate a two-capital g-model (Gongalves, Xue and Zhang,
2020) to match the entire sample of firm-level stock returns using the Bayesian Markov Chain
Monte Carlo (MCMC) method. Prior studies have used this method to match the dynamics
of macroeconomic variables (Smets and Wouters, 2007; Li et al., 2019, among others) and
the time series of returns on the market index (Li, Wells and Yu, 2008, among others). The
resulting parameter values in our estimation are portfolio-independent and fully reflect the
information in the data. As such, we can examine the capability of the estimated g-model to
explain stock return anomalies in general. Using simulation studies, we show that Bayesian
MCMC is able to discover the true parameter values in the context of our model framework.

Based on the estimated model parameters and observed firm fundamentals such as sales-

'Examples include Cochrane (1991), Berk, Green and Naik (1999), Gomes, Kogan and Zhang (2003),
Carlson, Fisher and Giammarino (2004), Zhang (2005), Li, Livdan and Zhang (2009), Papanikolaou (2011),
Kogan and Papanikolaou (2014), and Bazdresch et al. (2014), among others.



to-physical capital and investment-to-physical capital ratios, we compute firm-level funda-
mental stock returns for the sample from 1967 to 2017. The distribution of the fundamental
returns closely resembles that of the realized ones in terms of the mean (15.65% versus
14.45% per annum), skewness (1.68 versus 2.15), and kurtosis (11.20 versus 11.05). The
fundamental returns exhibit close to 60% of the variability of the realized ones, with a stan-
dard deviation of 34.17% compared to 60.78% in the data.? The time series average of the
cross-sectional correlation between fundamental and realized firm-level stock returns is 0.20.
After averaging out firm-level noises, the fundamental returns on the value-weighted market
index closely co-move with the realized ones, with a correlation of 0.77. Overall, the model
does a good job in matching the distribution and dynamics of firm-level stock returns.

To examine the capability of the g-theory in explaining stock market anomalies, we con-

sider 12 well-documented anomalies covering six major categories:®

size anomaly sorted on
market capitalization (Size); value anomaly sorted on book-to-market equity ratio (BM);
momentum anomaly sorted on the prior 11-month returns skipping the most recent month
(R11); four investment anomalies sorted on asset growth (I/A), net stock issues (NSI),
investment-to-assets ratio (API/A), and accruals (Accruals); three profitability anomalies
sorted on return-on-equity (ROE), return-on-assets (ROA), and gross profitability (GP/A);
and two intangibles anomalies sorted on R&D expense-to-market ratio (RD/M) and adver-
tising expense-to-market ratio (Ad/M). For each of these anomalies, we compute returns on
the corresponding decile portfolios using realized and fundamental stock returns separately.

The most important result of the paper is that the fundamental returns exhibit large and
significant size, momentum, investment (except the accruals), profitability, and intangibles
premiums. Specifically, the posterior means for each premium and its t¢-statistic are as
follows: the fundamental size premium is —5.99% per annum (t=—>5.63), the momentum
premium is 11.82% (t=12.51), the I/A premium is —3.08% (t=—2.25), the NSI premium is
—3.05% (t=—3.36), the API/A premium is —5.79 (t=—4.81), the ROE premium is 4.62%
(t=5.72), the ROA premium is 3.80% (¢=3.99), the GP/A premium is 7.26% (t=5.84),
the RD/M premium is 5.24% (¢t=2.12), and the Ad/M premium is 7.46% (t=2.82). In
addition, the difference between the realized and fundamental premiums, defined as alpha,

is statistically insignificant at the 5% level for seven out of these ten anomalies, with the

2The statistics of fundamental stock returns reported here are the means of the posterior distributions.
3We follow the classification in Hou, Xue and Zhang (2020).



exception of the I/A, NSI, and GP/A premiums.

Despite the aforementioned success, the model falls short in two ways. First, the model
explains the value premium only in the first half of the sample but fails in the second half:
the alpha of the value premium is 3.52% (¢=1.66) in the June 1967-June 1991 period but is
8.87% (t=3.06) in the July 1991-December 2017 period. Second, the model cannot generate
the accruals anomaly, which is negative in the data, —5.58% (t=—3.14), but positive in
the model, 4.74% (t =4.45). An explicit modeling of intangible capitals and the distinction
between cash and accrual basis accountings might be needed to explain these two anomalies.

In our baseline estimation, we allow the structural parameters to vary across the Fama-
French 10 industries and change over time. For robustness, we conduct three alternative
estimations: parameters with industry variations only, with time variations only, and with
constant values, respectively. The results show that industry and time variations significantly
improve the ability of the model to match firm-level stock returns. However, these variations
do not necessarily improve the overall ability of the model to explain anomalies and in some
cases they even hurt the performance. The reason is that anomaly premiums are not the
target of the estimations. The specification that matches the firm-level returns best does
not necessarily explain anomalies better.

More importantly, the ability of the model to explain anomalies does not come from the
look-ahead advantage of the in-sample estimation. We construct one-period-ahead funda-
mental returns using recursive estimation with expanding window. And the ability of the
model to explain anomalies does not change qualitatively.

Finally, we show that the simple g-model combined with the Bayesian MCMC has reliable
out-of-sample predictive power. The average realized return spread between firms with high
and low predicted returns is large and significant (0.45% per month with ¢=2.45). Moreover,
this return spread cannot be explained by the Capital Asset Pricing Model (CAPM), Fama-
French factor models, nor by the Hou-Xue-Zhang g-factor model. Given that these linear
risk-factor models have poor out-of-sample performance (Fama and French, 1997; Gongalves,
Xue and Zhang, 2020), our results highlight the importance of the model’s simple yet powerful
economic structure to its out-of-sample performance.

Our work is built directly on Liu, Whited and Zhang (2009), Liu and Zhang (2014), and
Gongalves, Xue and Zhang (2020). These papers conduct GMM estimations of various ¢-

models using average anomaly portfolio returns as target moments. Liu, Whited and Zhang



(2009) show that a one-capital g-model can match the average returns of portfolios sorted
on earnings surprises, book-to-market equity, and capital investment. Liu and Zhang (2014)
use the same model and estimation procedure to explain the momentum premium. However,
the parameter values vary with testing portfolios substantially. Gongalves, Xue and Zhang
(2020) estimate a two-capital g-model to match the average returns of 40 decile portfolios
sorted on book-to-market equity, asset growth, return-on-equity, and momentum. They
show that when fundamental returns are computed at firm level rather than at portfolio
level, parameter estimates are more stable due to better aggregation. Different from these
previous studies, our estimation method does not involve aggregation and portfolios.

In a similar vein, Belo, Xue and Zhang (2013) estimate a g-model by matching average ¢
at the portfolio level, in addition to matching return moments. Belo et al. (2021) estimate a
g-model with both tangible and intangible capitals by matching the time series of portfolio-
level cross-sectional mean valuation ratios for a given set of testing portfolios. The estimation
method in Belo et al. (2021) allows the dynamics of valuation ratios to be better captured.
Our method can be easily applied to explain firm-level valuation ratios, which is a promising
future direction.

Finally, our paper belongs to the growing literature in finance that combines structural
models with data using various estimation methods (e.g., Eisfeldt and Muir, 2016; Bazdresch,
Kahn and Whited, 2018; Taylor, 2013) to make causal and quantitative inferences about the
underlying economic mechanisms. Bayesian MCMC used in this paper is a useful addition
to the toolbox of structural estimation.

The rest of the paper is organized as follows. Section 2 outlines the model. Section
3 explains the data used in the estimation and the construction of anomalies. Section 4
describes the estimation procedure and verify the accuracy of Bayesian MCMC estimates
under our model framework using simulation studies. Section 5 presents the estimation re-
sults and model-implied fundamental anomaly premiums. Section 6 explores the economic
mechanisms behind the capability of the estimated model in explaining anomalies and the
limitations of the model. Section 7 discusses the dynamic features of the fundamental fac-
tor premiums, estimation with expanding window, and out-of-sample forecasts. Section 8

concludes.



2 The Model

We adopt the two-capital model in Gongalves, Xue and Zhang (2020), in which firms use
three inputs in production: long-term physical capital (K), short-term working capital (1),
and costlessly adjustable input (S) such as energy and purchased service, the prices of
which are taken as given by firms. Operating profit of firm ¢ in industry j at time ¢ is II;; =
II( K, Wit, Sit), which exhibits constant-return-to-scale. Under the assumption of a perfectly
competitive and frictionless market for input S, S;; is chosen to maximize contemporaneous
operating profits. With Cobb-Douglas production technology, marginal products of physical
and working capital are given by 0Il;/0K;; = ”yﬁYQt/Kit and OlIl;/OW;, = ’yﬂ/Yit/Wfit,
respectively, in which 7f§ , Vﬁ/ > 0 are the corresponding shares of capital in sales Y;; with
Vit = vff + 7}1’ < 1.* We allow structural parameters to be industry specific and time
varying.

Firms choose investments in physical and working capital to maximize the market equity.
Physical capital evolves as K;;11 = (1 —0;) K + I;; in which [;; is the investment in physical
capital, and d; is the depreciation rate. Investment in physical capital incurs quadratic

adjustment costs:

a; Iz 2
b, = (I)([it7Kit) = 7]7: (K- ) Ky, (1)

where aj; is the physical adjustment costs parameter. Working capital evolves as W11 =
Wi+ AW, in which AW, is the investment in working capital. In addition, working capital

does not depreciate and is not accompanied with adjustment costs.

In addition to equity financing, firm ¢ in industry j issues debt B;;y; with interest rate
rf.1 at the beginning of time ¢, which is repaid at the beginning of ¢t +1. At tax rate 7, firm
i’s net payout is given by Dy = (1 — 1) (Il — ®3) — Ly — AWy + Bigy1 — rﬁaBit + 701 K,
in which r2® = rZ — 7,(rB — 1) is the after-tax interest rate. Taking the stochastic pricing
kernel, M, 1, as given, firm ¢ chooses I;;, K;;1, AWy, Wiiq, and By to maximize its cum-
dividend market equity, Vii = Ey[> oo MiysDiys]. The first-order condition for physical

investment implies that E;[M; 17/ ;] = 1, in which r},, is the return on physical capital

4Section A in the Internet Appendix provides the proof.



investment:
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Similarly, the first-order condition for working capital investment implies that E,[M 1)}, ,] =
1, in which r}},; is the return on working capital investment:

Y;

w w it+1

Tigyr = 1+ (1- Tt+1)’yjt+1'— . (3)
it+1

Section A in the Internet Appendix shows that the weighted average of the two investment

returns equals the weighted average cost of equity and the after-tax cost of debt:

a S

Wi Ty + (L= wi )rifey = wiridy + (1 —wi)ri, (4)
in which wf = Byy1/(Vie— Dy + Bir11) is the firm’s market leverage, 151 = Vipy1/(Vie— Dir)
is the stock return, wX = ¢% Ki11/(qiKits1 + Wiry1) is the weight of firm’s market value
attributed to physical capital and ¢X = 1+ a;(1 — 7)I;;/Kj; is the marginal ¢ of capital.
The marginal ¢ of working capital is one. The Tobin’s ¢ of firm ¢ at time ¢ is the weighted

average of marginal ¢’s of physical and working capitals, given by
Py + Bitrya

= ——— = |1+a,(l -1
€t K1 + Wi il 2

Lo) K Wi 5
Ki| Kigy1 + Wiryn Kpn + Wi

Solving for the stock return from equation (4) leads to the model-implied fundamental stock

]



return of firm ¢ from ¢ to ¢ + 1:

rien = f (X, Xigs|0s, 6141)
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where X;; is the set of accounting variables used in equation (6) that represent firm i’s

+ Ty410i41

fundamentals, and 6, = {(v;1, a;1); 7 = 1,..., 10} is the set of model parameters at time ¢ for
Fama-French 10 industries. The equality between the realized stock return and the model-
implied fundamental return, ., = 7%, holds for any firm i and for any period from ¢ to
t+1 under this framework. Next, we estimate the two structural parameters, v and a, based
on this equality. Notice that v* and "' cannot be separately identified because 7 depends

on their summation only.

3 Data

Our sample includes all common stocks traded on NYSE, Amex, and NASDAQ with available
accounting and return data. We exclude firms with primary standard industrial classifica-
tions between 6000 and 6999 (financial firms), firms with negative book equity, and firms
with nonpositive total assets, net property, plant, and equipment, or sales at the portfolio
formation. These data items are needed to calculate firm-level fundamental returns. We
obtain monthly stock return data from the Center for Research in Security Prices (CRSP).
Firm-level accounting data are obtained from the annual and quarterly Standard and Poor’s

Compustat industrial files. Our data sample covers the period from January 1967 to June
2017.



3.1 Anomalies

We explore 12 anomalies in six categories: size anomaly sorted on market capitalization
(Size); value anomaly sorted on book-to-market equity ratio (BM); momentum anomaly
sorted on the prior 11-month returns skipping the most recent month (R11); four investment
anomalies sorted on asset growth (I/A), net stock issues (NSI), investment-to-assets ratio
(API/A), and accruals (Accruals); three profitability anomalies sorted on return-on-equity
(ROE), return-on-assets (ROA), and gross profitability (GP/A); and two intangibles anoma-
lies sorted on R&D expense-to-market ratio (RD/M) and advertising expense-to-market ratio
(Ad/M). Following Hou, Xue and Zhang (2020), we select these anomalies based on the cri-
teria that the average value-weighted returns of their high-minus-low deciles with NYSE
breakpoints are significant at the 5% level, with the exception of the size anomaly. Size
anomaly is included since it is one of the most studied anomalies in the literature. Section
C in the Internet Appendix provides the definitions of these variables and the construction
of the corresponding decile portfolios.

Table 1 presents the monthly average excess returns of the 10 decile portfolios sorted
on each of the 12 anomaly variables. The t-statistics adjusted for heteroscedasticity and
autocorrelations are reported in parentheses. “L” denotes the lowest decile, “H” the highest
decile, and “H-L” the high-minus-low decile. As in Hou, Xue and Zhang (2020), decile
portfolios are formed with NYSE breakpoints and value-weighted returns to control for
microcaps. The sample period is from January 1967 to June 2017 for all anomaly variables
except ROA, RD/M, and Ad/M, the samples for which start from July 1972, July 1976,
and July 1973, respectively, due to data availability. All 12 anomalies except size have

statistically and economically significant premiums in our sample period.

3.2 Measures and timing alignment

Model-implied fundamental returns are constructed in annual frequency because the needed
fundamental variables such as investments are only available at annual frequency for the
long sample starting from 1967. In the model, time-t stock variables are at the beginning of
year t, and time-t flow variables are over the course of year ¢t. Thus, time-t stock variables
are obtained from the balance sheet of fiscal year t — 1 and flow variables from the balance

sheet of fiscal year t.



We adopt the same measures used by Gongalves, Xue and Zhang (2020) for the variables
needed to construct the fundamental returns. Specifically, output, Y;;, is measured as sales
(Compustat annual item SALE). Physical capital, Kj, is net property, plant, and equipment
(item PPENT). Short-term working capital, W;;, is current assets (item ACT). Total debt,
Bit11, is long-term debt (item DLTT, zero if missing) plus short-term debt (item DLC, zero if
missing) from fiscal year ¢ balance sheet. Tax rate 7 is the statutory corporate income tax rate
from the commerce clearing house’s annual publications. The depreciation rate of physical
capital, d;, is the amount of depreciation and amortization (item DP) minus the amortization
of intangibles (item AM, zero if missing) divided by physical capital (item PPENT). Physical
investment, [, is measured as K;; 11 — (1 — 0;;) K;z. The market leverage, wﬁ, is the ratio of
total debt to the sum of total debt and market equity. The pre-tax cost of debt, 2, is the
ratio of total interest and related expenses (item XINT) scaled by total debt, B;;. Following
Gongalves, Xue and Zhang (2020), we winsorize unbounded variables, including 1;/Kj,
Lipv1 )/ Kivr1, AWy /Wi, AWipi1/Wigsq, at the 2.5% - 97.5% level. For variables bounded
below by zero, including Yii1/Kir1, Yier1/Wirta, Yaes1/ (Kieg1r + Wieg1), Wi/ Kirg1, i1,
and 7%, |, we winsorize them at the 0% - 95% level. We do not winsorize variables bounded
between zero and one, such as K1 1/(Kj1 + Wii1) or the market leverage, wg . Summary
statistics and correlation matrix of the aforementioned variables are reported in Table 2 and
closely match those in Gongalves, Xue and Zhang (2020).

In the model, the fundamental stock return of firm i from year ¢ to t + 1, 7% 415 18
constructed with both stock and flow variables at annual frequency. In the estimation, we
match r},,, with the observed annual return of firm ¢ from the middle of fiscal year ¢ to the
middle of fiscal year ¢t + 1, following Gongalves, Xue and Zhang (2020). Specifically, if firm
i’s fiscal end of year ¢ is month [, 7, the counterpart of 7/, is the realized 12-month
return between month [ — 5 and [ + 6.

To study anomalies, we construct fundamental portfolio returns based on fundamental
firm-level returns. Even though firm-level fundamental returns change annually (in fiscal
year), fundamental portfolio returns change monthly because fiscal year-endings vary across
firms. However, the fundamental portfolio returns of a given month are based on annual
accounting variables both prior to and after the month. To better align the timing and make
a fair comparison, we follow Gongalves, Xue and Zhang (2020) and compound the realized

portfolio stock returns within a 12-month rolling window with the month in question in the

10



middle of the window. Specifically, we multiply gross returns from month ¢ —5 to month t+6
to match the fundamental returns constructed in month ¢. Applying this rolling procedure to
the monthly portfolio returns (January 1967 to June 2017) yields the monthly observations
of annualized portfolio returns from June 1967 to December 2016.

We validate our data construction and portfolio formation by successfully reproducing
the realized and predicted returns (by the baseline model) of the book-to-market (BM),
momentum (R11), asset growth (I/A), and return-on-equity (ROE) deciles in Gongalves,
Xue and Zhang (2020) using their estimated model parameters. The results are plotted in
Figure A.1, which replicates Panel B of Figure 3 in Gongalves, Xue and Zhang (2020).

4 Estimation methodology

Prior studies (Liu, Whited and Zhang, 2009; Gongalves, Xue and Zhang, 2020, among oth-
ers) use the General Method of Moments (GMM) to match the unconditional moments
derived from equation (6): Er[ry,,, — rk,,] = 0 for testing portfolio p, where Er[-] refers
to the operation of taking time series average. We instead target the entire panel of firm-
level stock returns using the full-information Bayesian Markov Chain Monte Carlo (MCMC)
method. We consider four specifications in the estimation: parameters with industry and
time variations, parameters with industry variations only, parameters with time variations
only, and constant parameters. Next, we explain our methodology in details in terms of the

specification that allows both industry and time variations in parameter values.

4.1 Bayesian MCMC

Denote the technology parameter in the production function for industry j at time ¢ as ;;
and the physical adjustment costs parameter as a;;. The time series of parameter values are

referred to as “latent variables” in Bayesian MCMC estimation and are assumed to evolve

[%‘tﬂl B Oy ] [@tﬂ] (1)
@jt+1 Oa] €111

as random walk processes:

Vit
T+

a]-t
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where e}, ., and e, follow standard normal distributions independently, and o, and o,
are the conditional standard deviations of latent variables 7,41 and a;i41 conditioning on
previous time t. Imposing a random walk process on the deep parameters not only encourages
persistence, but also enables us to borrow information across time in estimation, leading to
more efficient estimates.®

Realized stock return of firm ¢ (in industry j) at time ¢+1 is modeled as the corresponding
fundamental return plus an estimation error:

s _ _F -1/2 _ r
Tit41 = Titg1 T Wi Or€ippy,s (8)

where e, ; follows the standard normal distribution, o, is a parameter to be estimated, and

the weight w,, "2 in the estimation error is specified as:
Vit
Wit = N, .. (9)
> i Vit

in which Nj; is the number of firms at time ¢ in industry j to which firm ¢ belongs. By
this specification, we introduce heteroskedasticity into the estimation errors of realized stock
returns. The variance of a firm’s estimation errors decreases with its market equity Vj; in
order to accommodate the fact that stock returns of large firms are less noisy and more
reflective of their fundamentals than the returns of small firms.® More importantly, such
specification makes the estimated model economically relevant in the sense that it captures
the regularity of the majority of the economy. The same rationale motivates the use of NYSE
breakpoints in constructing portfolios and regressions with weighted least squares in asset
pricing studies (e.g., Hou, Xue and Zhang, 2015).7

For the MCMC method, prior distributions of the model parameters need to be specified.

We use inverse gamma distributions for the priors of variances: 03 ~ IG(K],Kg), 02 ~

5We also estimate an autoregressive process with order one. The estimated persistence parameters are
very close to one for both processes of v;;+ and aj;. Thus, we use random walk processes in our baseline
model for simplicity.

6Large firms have more analysts following than small firms, thus their value is under much closer scrutiny
(Bhushan, 1989). Moreover, stocks of large firms are generally more liquid and their market values are less
likely to be manipulated or affected by a small group of investors (Amihud, 2002).

"Effort (not reported here) has been made to investigate other kinds of functional forms relating the
variability in estimation errors of a firm’s stock returns to its market equity. The relationship specified in
equation (9) best fits the data in terms of mean absolute error (m.a.e.) of firm-level stock returns.

12



IG(KY, KS), and 0 ~ IG(k], Kb), where k; and Ky are hyper-parameters of the inverse gamma
distribution (shape-scale parameterizations). The values of k], k], and k{ are specified to
be 0.01, 1, and 1, respectively; the values of k%, kJ, and k5 are chosen to be 0.02, 5, and
5, respectively. The values of k1’s are chosen relatively small so that the information from
data is more likely to dominate (see Section B in the Internet Appendix). The values of ky's
are set relatively large so that the variances of the priors are large and thus less informative.
Although the choices of these values are seemingly arbitrary, as MCMC runs and information
from the data gets entered into the posterior draws, these hyper-parameters weigh less and

less. The information from data dominates the posterior draws when MCMC converges.

Finally, the time series of latent variables @ = {6;;t = 1,--- ,T'}, where 6; = {(vjt,a;1);J =
1,...,10} and variance parameters o = {02, 02,07} are drawn in an iterative manner from
each complete conditional posterior distribution, resulting in posterior samples from the joint
posterior distribution. Based on the model specifications in equation (7) and (8), the joint

posterior distribution of 8 and o can be written (in a proportional form) as:
PO,0|X,r°, rP) N(r§+1;r§+1,03>
X H N(ij;vjt,ﬁ)
Ny
X HN<ajt+1;Cth70'2>

J
%76 (0% 15,15 ) % TG (0% 1], 5} ) % TG (055, 3.

where N;;; is the number of firms at time ¢ + 1, Ny is the number of industries, and r% 41
is defined in (6). In equation (10), X = {X;;i = 1,--- ,Ny,t = 1,--- T} is the panel of
fundamental observables, ° and 72 are the panels of realized stock and bond returns, and
N (-5 p,0?) and ZG(- ; ki, k) refer to the probability density functions of normal distribution
with mean p and variance o2 and inverse gamma distribution with shape-scale parameters
k1 and kg, respectively. We run 20,000 MCMC iterations and use the last 5,000 iterations to
obtain posterior draws. We confirm the convergence of the posterior distributions. Section

B in the Internet Appendix details the sampling algorithm and posterior derivations.
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4.2 Simulation studies

In this section, we use simulation studies to examine whether Bayesian MCMC can discover
the true parameter values under our model framework, which is highly nonlinear. W combine
the accounting information of a subsample of firms and a pre-determined set of parameter
values to generate a simulated panel of firm-level stock returns based on equations (6) and
(8). For simplicity, we require the subsample used in the simulation to be a balanced panel of
1,052 firms for 15 years, which covers seven out of the ten Fama-French industries. We make
sure that the simulated returns have a similar distribution as that of the realized returns.
Based on the simulated data, we estimate the posterior distributions of the model parameters
using Bayesian MCMC to check whether these estimates can discover the true parameter
values, i.e., the pre-determined parameter values used to generate the simulated data. The
details of the simulation studies are described in Section D of the Internet Appendix. It
is worth noting that using firms’ true accounting information to construct the simulated
data increases the difficulty of the estimation due to the non-normal distributions of these
accounting variables as shown in Gongalves, Xue and Zhang (2020). Simulation studies are
done for all four specifications: parameters with industry and time variations, with industry

variations only, with time variations only, and with constant values.

Figure 1 plots the true values (in red solid lines), the nonlinear least square (NLS)
estimates used as initial guesses (in green lines with triangle markers), and the Bayesian
posterior means (in blue dashed lines) and the associated 95% credible intervals (in shaded
areas) of the model parameters 6 estimated from the simulated data under the specification
with industry specific and time varying parameters. Credible interval is frequently used in
Bayesian framework. It refers to the interval wherein a random variable (here a parameter)
falls with the specified probability. It is an interval in the domain of a posterior distribution of
a parameter. Because we assume parameters to be random variables in Bayesian framework,
we can calculate the probability that a parameter locates in a given interval based on its
posterior distribution. Notationally, let I, be the posterior credible interval of 8 that satisfies
P(0 € I,|X,rS,rB%) = p where p is the probability.®

Figure 1 shows that the true values of the model parameters are almost always confined in

8For illustration purpose, Figure 1 only includes the results of three industries: Consumer Nondurables,
Manufacturing, and Business Equipment. The results of the other industries used in the simulation studies
are plotted in Figure A.2 in the Internet Appendix.
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the narrow credible intervals of the Bayesian MCMC posterior distributions, even when the
initial guesses are far away from the true values. The posterior means imply small relative
mean absolute errors (m.a.e.) of 3.59% and 3.37% on average across industries for v and for
a, respectively. Similar results are found for the other three specifications.’

Our MCMC estimation approach is fundamentally different from the estimation method
in Liu, Whited and Zhang (2009) and Gongalves, Xue and Zhang (2020), among others,
and it offers several advantages. First, our estimates of parameter values are independent of
any specific testing portfolios. We utilize the entire distribution of firm-level stock returns
to estimate model parameters, while GMM matches the time-series averages of returns on
testing portfolios. This feature is critical for addressing the critique of Campbell (2017) that
the parameter values of the model are chosen to fit a specific set of anomalies and different
values are required for different anomalies.

Second, our MCMC algorithm generates random draws of model parameters from their
joint posterior distribution given the observations on firms’ stock and bond returns and fun-
damentals, while GMM outputs point estimates of model parameters, which are deterministic
given the same set of observations. One advantage of our Bayesian approach is that probabilistic
inferences for the estimated parameters and fundamental stock returns can be easily made
using posterior draws from the MCMC iterations.

Lastly, the posterior of an industry-time specific parameter, 6;;, utilizes the information
of the entire data sample, rather than using the information of industry j at time ¢ only
as in the frequentist method NLS. For this reason, Bayesian MCMC can accurately identify
the true values of model parameters even for the specification where these parameters vary
across industries and over time. In contrast, NLS often fails to discover the true parameter
values that are time varying.'® This feature can be extremely important when the modeled
economy is highly heterogeneous and changing over time.

In sum, the simulation studies suggest that Bayesian MCMC performs very well for our

highly nonlinear model and is able to discover the true parameter values under all four

9The results for the specification with time variation in parameter values only are plotted in Figure A.3.
The results for the specification with industry variation in parameter values only and for the specification
with constant parameter values are reported in Table A.1 in the Internet Appendix.

0Detailed discussion on the reasons why the posterior of an industry-time specific parameter, 0;¢, utilizes
the information of the entire data sample, the differences between Bayesian and NLS, and the comparison of
their estimation accuracy under our model framework are provided in Section E of the Internet Appendix.
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specifications. This method shows great potential in estimating nonlinear models, especially

when the structural parameters are time varying.

5 Estimation results

In our baseline estimation, we allow model parameters to be industry specific and time
varying. For comparison, we also estimate three alternative specifications under which the
time, industry, or both variations are shut down, respectively. In this section, we discuss the

main findings of these estimations.

5.1 Parameter estimates

In this section, we apply our MCMC method to the real data. In the baseline estimation, we
allow the technology parameter in the production function, «;;, and the physical adjustment
costs parameter, a;, to be industry specific and time varying.

Within the model framework, v;; reflects industry j’s profit margin as the model implies
IL;; = 7;1Yi for any firm ¢ in industry j at time ¢, where II;; and Yj; are the profits and sales,
respectively. Therefore, variations in 7, can be driven by both technology changes and
changes in market demand, the latter of which can be caused by fluctuations in consumer
taste, economic conditions, market competitiveness, etc.

Equation (5) implies that Tobin’s ¢ of firm 4 in industry j at time ¢ follows ¢; = 1 +
ajt(1 — 1)L/ Kit X Kipg1/(Kit41 + Wies1). Therefore, the magnitude of aj; reflects both the
marginal costs and marginal benefits of investing one dollar in physical capital and has a
positive relation with Tobin’s ¢q. Consequently, variations in a;; can be driven by changes
in production technology, price of capital goods, which is cyclical (Eisfeldt and Rampini,
2006), and opportunity costs in terms of lost output, which vary with procyclical capacity
utilization. Lastly, entry and exit in an industry can also lead to changes in the estimated
parameter values of this industry at a given fiscal year ¢. It thus makes economic sense to
allow 7;; and aj; to be industry specific and time varying.

Our estimation generates the posterior distributions of the marginal product parameter
~ and the physical investment adjustment costs parameter a for each of the Fama-French

10 industries and for each year between 1967 and 2016. For illustration, we plot the time
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series of the posterior means and 95% credible intervals of v and a, averaged across Fama-
French 10 industries in Figure 2 for the baseline estimation.!’ The first thing to notice is
that the credible intervals around the posterior means in Figure 2 are extremely narrow. The
simple model structure (only two structural parameters) and the large amount of information
(136,598 firm-level observations) enable the Bayesian MCMC estimation to identify these
parameter values with high precision, provided that the model is correctly specified. In
addition, there are no noticeable time trends in both parameter values, although we do see
fluctuations.

Table 3 presents the time-series averages of the posterior means and 95% credible intervals
(CI) of v and a for each industry. The results show that parameter estimates differ greatly
across industries. The magnitude of these estimates is largely consistent with our economic
intuitions. For example, 7 is estimated to be 0.08 on average with a CI of [0.08,0.09] for
the wholesale & retail sector, compared to 0.28 for the telecom sector, consistent with the
fact that capital is less important for the wholesale & retail sector than for the telecom
sector. As explained in Erickson and Whited (2000), it can be misleading to interpret the
value of a in terms of adjustment costs or speeds. We thus gauge the economic magnitude
of this parameter in terms of Tobin’s ¢q. For each industry j, we compute the value-weighted

cross-sectional average of Tobin’s ¢ for year ¢t and then take the time series average,

| T N
q; = T Z Z Wit—14it »
t=1 i=1
where Nj; is the number of firms in industry j at time ¢, the weight w;_; is defined in
equation (9), and ¢; is the Tobin’s ¢ of firm i at time ¢, given by equation (5). Table 3
shows that the business equipment sector has the highest Tobin’s ¢ of 1.81 while the utilities
sector has the lowest Tobin’s ¢ of 1.16. These estimates are consistent with our intuition that
the business equipment sector, which includes the high-tech firms, has the highest growth
potential while the regulated utilities sector has the lowest potential for growth.!?

Lastly, the estimates in alternative specifications under which the time, industry, or both

HFigure A.4 in the Internet Appendix plots the means (in solid lines) and 95% credible intervals (in
dotted lines) of the posterior distributions of v and a, respectively, for each industry and for each year.

12Gection F in the Internet Appendix provides further discussion on whether these estimated parameter
values in the baseline make economic sense.
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variations are shut down are close to the baseline estimates. The average (over time or across
industry) production technology parameter «y is 0.18 or 0.15 when time or industry variation
is shut down, while the average adjustment costs parameter a is 0.19 or 0.28.> When both
industry and time variations are shut down, the posterior means of v and a are 0.15 (std
= 0.0003) and 0.14 (std = 0.0027), respectively. These estimates are different from the
estimates in Gongalves, Xue and Zhang (2020), where 7 is 0.18 (std = 0.019) and a is 2.84
(std = 0.47). Noticeably, their estimate of a is 20 times larger than our estimate. This result
implies that parameter values chosen to match a set of portfolio returns can still be very
different from the values chosen to match firm-level returns even when the portfolio returns
are aggregated from firm-level fundamental returns as in Gongalves, Xue and Zhang (2020).
Moreover, our estimates have much smaller standard deviations than those in Gongalves,
Xue and Zhang (2020). The reason is that Bayesian MCMC utilizes the information of the
entire time series of firm-level stock returns, while the GMM estimation in Gongalves, Xue

and Zhang (2020) utilizes the average returns on the 40 testing portfolios only.

5.2 Overall fit of the estimation

Different from GMM, which gives point estimates of the parameters, Bayesian MCMC offers
a probabilistic view of the parameters and thus the fundamental returns. Given firm-level
accounting variables, each posterior draw of 8 = {0;;t = 1,--- T} leads to a panel of
firm-level fundamental returns. Therefore, our estimation generates posterior distributions
of the fundamental returns and any statistical moments of these returns. Table 4 presents
the posterior means and 95% credible intervals of the mean, standard deviation, skewness,
kurtosis, and mean absolute error (m.a.e.) of the fundamental firm-level stock returns and
the time-series average of the cross-sectional correlations between fundamental and realized
stock returns for the baseline and the three alternative estimation specifications. And the
same moments of the realized stock returns are presented for comparison. The definition of
m.a.e. is given by m.a.e. = Zt 0 N ZN”I rii —rk|, where Ny is the number of firms
in period t + 1, and r° and rf are the reahzed and fundamental stock returns, respectively.

Several observations emerge from Table 4. First, by construction, the baseline with

industry-specific and time varying parameter values has the smallest m.a.e. (40.10%), fol-

13The estimates under the three alternative specifications are available upon request.
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lowed in turn by the specifications with only time variation (40.85%), with only industry
variation (41.85%), and with no variation (42.45%) in parameter values. Although the mag-
nitude of these m.a.e.’s might seem large, it is only two-thirds of the volatility of firm-level
returns. The majority of the m.a.e. comes from the difference in volatility between the real-
ized and fundamental returns discussed below. Second, the mean, skewness and kurtosis of
the fundamental returns match well with those of the realized returns across all four spec-
ifications. The mean of fundamental stock returns ranges from 14.97% to 15.65% across
specifications, compared to 14.45% in the data. The skewness ranges from 1.66 to 2.12,
compared to 2.15 in the data, and kurtosis ranges from 10.66 to 13.33 compared to 11.05
in the data. Third, standard deviations of the fundamental returns are much smaller than
that of the realized one. The baseline generates the highest standard deviation, 34.17%
compared to 60.78% in the data, while the specification with no time variation in parameter
values generates the lowest standard deviation, 18.49%. Lastly, the time-series averages of
the cross-sectional correlations between realized and fundamental firm-level stock returns are
0.20, 0.12, 0.12, and 0.09 for the baseline specification, the ones with industry variation only,
time variation only, and without variations in parameter values, respectively. For compari-
son, we report the same statistics of the NLS estimation for the four specifications in Table
A.2 in the Internet Appendix. Bayesian MCMC results in smaller m.a.e. in every specifica-
tion, echoing the superior performance of Bayesian approach compared to NLS documented
in Section 4.2.

Panel A of Figure 3 plots the histograms of realized (in blue) and fundamental (in or-
ange) firm-level returns based on the posterior means of the parameter estimates. Consistent
with what Table 4 shows, realized returns have a much wider distribution than fundamental
returns at both left and right tails and thus have a larger standard deviation. Both dis-
tributions have longer right tails, resulting in positive skewness and kurtosis higher than
3.

Panel B of Figure 3 plots the time series of the value-weighted realized (in blue) and
fundamental (in orange) market returns, the latter of which is constructed with the pos-
terior means of the parameter estimates. These two time series are highly correlated with
a correlation coefficient of 0.77. In particular, the fundamental market returns successfully
capture the significant fluctuations of the stock markets during the sample period, such as
the Internet bubble around 2000 and the financial crisis around 2008.
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Overall, the baseline estimation does a good job of capturing the entire distribution of
the realized firm-level stock returns in terms of the mean, skewness, and kurtosis, and in
terms of the correlation between realized and fundamental returns. However, the standard
deviation of the fundamental returns is only half of the magnitude in the data. The reason is
that the realized firm-level returns contain large amount of noises unrelated to fundamentals
and are much more volatile than the accounting variables used to construct the fundamental

returns.

5.3 Posterior distributions of the fundamental factor premiums

To examine the capability of the g-theory in explaining stock market anomalies, we construct
12 anomalies, each with 10 decile portfolios and one high-minus-low decile portfolio, as
explained in Section 3. Based on the posterior distributions of the fundamental firm-level
returns, we construct the poster distributions of these factor premiums.

Figure 4 plots the posterior distributions of the 12 fundamental factor premiums under
the baseline estimation and labels the 2.5, 50, and 97.5 percentiles of each distribution.
For example, the posterior distribution in Panel “BM” indicates that, given the observed
accounting variables and provided that the model is correctly specified, the fundamental
value premium per annum falls in the range between 0.31% and 0.60% with 95% probability
and the posterior median is 0.46% per annum. The red line in each panel presents the
density function of a normal distribution with mean and standard deviation taken from the
corresponding posterior distribution. Notice that the posterior distributions are very much
close to normal distribution, indicating that our Bayesian MCMC algorithm converges well.
In cases where the Bayesian MCMC algorithm does not converge, the posterior distributions
typically would have multiple peaks or/and long and fat tails. Moreover, the credible intervals
of the fundamental factor premiums are extremely narrow. As we argue before, these tight
posterior distributions indicate that the simplicity of the model and the richness of firm-level
information confine the parameter estimates and the fundamental factor premiums to a small
set of possible values.

Table 5 presents the realized and fundamental (value-weighted) factor premiums under

the baseline estimation, their t-values, and the t-values of the difference between realized
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and fundamental factor premiums, denoted as alpha, a = ¥ — .1 For each statistic of the
fundamental factor premiums, we report its posterior mean and the 95% credible interval.
Note that the credible intervals and t-values of the factor premiums measure different types
of variability. For example, t-value of the fundamental value premium, t(rF ), measures
the time-series variability of the fundamental returns on the high-minus-low book-to-market
portfolio generated by a given posterior draw of parameter values. In contrast, the credi-
ble interval of the fundamental value premium gives a range into which 95% of the value
premiums in the posterior draws fall.

Several observations emerge from Figure 4 and Table 5. First, the model generates
positive momentum, profitability (ROE, ROA, and GP/A), and intangibles (R&D and ad-
vertising) premiums and generates negative size and investment (I/A, NSI, and API/A)
premiums, all of which are statistically significant at the 5% level. The t-values of these
factor premiums, including the posterior means and the 95% credible intervals, are all larger
than 1.96 in absolute values. For example, in terms of the posterior means, the fundamen-
tal momentum premium is 11.82% per annum with a t-stat of 12.51, while the momentum
premium is 13.75% (¢ = 4.15) in the data. In general, the t-values of the fundamental factor
premiums are larger than their counterparts in the data due to the low variability of the
fundamental returns. Among the aforementioned 10 factor premiums, the majority of their
alphas are insignificantly different from zero except the alphas of the I/A, NSI, and GP/A
premiums, which are significant at the 5% level.

Second, the model generates positive but statistically insignificant value premium. The
posterior means of the fundamental value premium and its ¢-value are 0.46% per annum
and 0.26, both of which have very narrow credible intervals (Cls being [0.31%,0.60%] and
[0.18,0.35]). It turns out that the model is able to explain the value premium for the pre-
July 1991 period, but not the period after. We suspect that the failure to explain the value
premium in the post-July 1991 period is due to the growing importance of intangibles in
firms’ market value. Detailed discussion is provided in Section 6.2.

Lastly, the model predicts significantly positive accruals premium, which is however neg-
ative in the data. The fundamental accruals premium is 4.74% (¢t = 4.45) in contrast to

—5.58% (t = —3.14) in the data. This result is not surprising in that the concept of accruals

1Since 7 is deterministic, the posterior distributions of the alphas have the same shape as the distribu-

tions of the corresponding fundamental factor premiums 7.
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is absent in our model, where cash and accruals basis accountings are treated the same. High
accruals mean high profitability in the model, which however is not necessarily true in the
data. Detailed analysis on why the model fails to generate negative fundamental accruals
premium is provided in Section 6.

Figure 5 presents a comparison between the realized and fundamental factor premiums
graphically. The height of a bar in Panel A represents the magnitude of the corresponding
premium. The 95% credible intervals of the fundamental factor premiums are also marked
as the error bars. Panel B plots the average fundamental returns against the realized returns
across the 120 decile portfolios, in which the scatter points are largely aligned with the 45-
degree line. Overall, the above results show that the estimated model is able to generate
sizable factor premiums that are consistent with what we observe in the data except the

value and accruals premiums.

5.4 Importance of industry and time variations in parameter val-

ues

In our baseline estimation, we allow model parameters to be industry specific and time
varying. In this section, we examine the importance of these variations in terms of explaining
firm-level returns and anomaly premiums by comparing the performance of the baseline
estimations with three alternative specifications under which the time, industry, or both
variations are shut down, respectively.

To compare the performance of an alternative specification with the baseline, we construct

the following statistic:
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the baseline, respectively. Note that although our statistic is similar in form to Diebold-
Mariano (1995), they differ in nature by statistical properties. However, taking advantage
of MCMC, we can still make a valid inference from this statistic. Intuitively, when the
estimation errors from the alternative specification are larger in magnitude, we expect d*

to be above 0 with statistical significance. Following equation (11), we record d*™ for the
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m-th posterior draws of parameter values. These 5,000 posterior draws jointly provide us
with the empirical distribution of the statistic d*. A significantly positive d* indicates that
the baseline performs significantly better than the alternative specification a in explaining
firm-level stock returns.

Figure 6 plots the distribution of d* for each of the three alternative settings all in one
panel in Panel (a) and separately in Panels (b) to (d). The 2.5, 50, and 97.5 percentiles
of the posterior distributions are also marked in the last three panels. We can see that
the posterior distributions of these three settings all lie in the positive region. Neither of
the three 95% credible intervals ([0.57, 0.67] for industry-invariant, [1.22, 1.32] for time-
invariant, and [1.80, 1.90] for constant parameter settings) includes zero, indicating that the
baseline performs significantly better in explaining the firm-level stock returns than these
alternative settings. Moreover, the location of these distributions in Panel (a) indicates that
the performance of the model with industry-invariant parameters is closest to the baseline,
followed by the settings with time-invariant parameters and with constant parameters. That
is, time variation is more important than industry variation in explaining firm-level stock
returns.

Table 6 compares the performance of these four specifications in terms of generating factor
premiums. First, for the model to match anomaly premiums, time and industry variations
are not necessarily helpful. In fact, shutting down time variation decreases the magnitude
of alphas for the size, GP/A, and Ad/M anomalies, while shutting down industry variation
decreases the magnitude of alphas for the ROE, ROA, and NSI anomalies. Second, industry
variation is critical for generating intangibles premiums while time variation is not. Without
the industry variation, the RD/M and Ad/M alphas become statistically significant at the
5% level. Third, the success in generating the momentum premium crucially depends on both
industry and time variations in parameter estimates. Without either of them, the momentum
alpha becomes larger and statistically significant. Lastly, none of these specifications can
generate negative accruals premium and significantly positive value premium. The alphas
of these two anomaly premiums become even larger in absolute value once industry and/or
time variations in parameter estimates are shut down.

In summary, both industry and time variations in parameter values significantly improve
the ability of the model to match firm-level stock returns. However, these variations are not

critical to explaining the majority of these anomaly premiums and in some cases they even
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hurt the performance. The specification that best matches firm-level stock returns does not
necessarily explain anomalies better because these anomaly premiums are not the targets of

our estimation.

6 Inspecting the economic mechanism

In this section, we conduct comparative statics to quantify the relation of next period fun-
damental returns 7, ; with four firm characteristics: current invest-to-physical capital ratio
I;;/ K, next period invest-to-physical capital ratio I;;41 /K41, next period sales-to-physical
capital ratio Yj.1/Kj;y1, and next period working-to-physical capital ratio Wi 1/Kiiy1.
Based on the comparative statics, we explore the economic driving forces behind these fun-
damental anomaly premiums and try to understand why the model fails to generate the

value and accruals anomalies.

6.1 Comparative statics

The fundamental stock return in equation (6) gives important implications on the relation
between firm characteristics and stock returns in equilibrium. Given equation (6), it is

straightforward to derive the following partial derivatives and their signs:
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These partial derivatives imply that, all else equal, lower current investment-to-capital
ratio, I;;/K;, higher next period investment-to-capital ratio, I 1/ K41, and higher prof-
itability Yj;1/K41 are associated with higher next period fundamental stock return rf; 1
respectively. The relation between fundamental return and the next period working-to-
physical capital ratio Wi;yq /K11 is more complicated. On one hand, higher Wy, 1/ K11
indicates higher return on working capital investment implied by equation (3). On the other
hand, higher Wj;,1/K;,1 means that a larger fraction of return on assets comes from re-
turn on working capital investment, which could lead to lower stock return if return on
physical capital investment is higher than the return on working capital investment. Equa-
tion (15) implies that the relation between r% 41 and Wiy1 /K4 is mostly negative since a
firm’s weighted average cost of capital is in general larger than one. Moreover, r% 41 is more
sensitive to variations in I;;/K; and I;;1/ K11 when the adjustment costs parameter a is
larger and 7"5 41 Is more sensitive to variations in Yj; 4 /K11 when the marginal productivity
parameter ~ is larger on average.'®

To conduct comparative statics on I;;/Kj;, we set I;;/ K to be its cross-sectional median
at period t across all firms and use the parameter estimates from the baseline estimation to
reconstruct the fundamental returns. We then recalculate the fundamental factor premiums
for the 12 anomalies and the corresponding alphas. If the resulting alphas are large relative
to those from the baseline estimation, we can infer that the I;;/K;; spread is quantitatively
important to explain the average return spreads. The comparative statics with respective
to Lipv1/Kiv1, Yir1/ K1, and Wi /Ky are designed analogously and the results are
reported in Table 7. We summarize the findings below.

First, for all the anomalies except the API/A, Yiiy1/ K41 is the most important driver
of these anomaly spreads. For example, our model with the baseline estimation explains
the momentum premium very well, with an alpha of 1.87% (¢ = 0.57). The alpha increases
to 14.88% (t = 3.69) when variations in Yj;11/K;+1 across firms are shut down, compared
to alphas of —0.63% (t = —0.19), 8.29% (t = 2.24), and 1.19% (¢ = 0.32) when varia-
tions in Iy /Ky, Lipv1/ K1, and Wi/ Ky are shut down, respectively. Our finding is in
sharp contrast with those of Gongalves, Xue and Zhang (2020), who find that I;;/K; and
Iiiv1/Kiyq are the most important drivers. As discussed in Section 5.1, our estimates of

the adjustment costs parameter a are much smaller than the value estimated by Gongalves,

15Section 6 in the Internet Appendix provides the proof.
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Xue and Zhang (2020), which weakens the impacts of investment-to-physical capital ratio
on fundamental returns.

Second, the comparative statics are largely consistent with the aforementioned partial
derivative analysis. For example, Table 7 shows that fixing I;;/ K;; across firms leads to higher
momentum premium, which is consistent with the fact that winners have higher I;/K;
compared to losers and, as the partial derivative analysis shows, higher I,/ K;; leads to lower
rh,1 1% Similarly, fixing L1 /Kiy1, Yierr/Kies1, and Wiy /Ky across firms leads to lower,
lower, and higher momentum premiums, respectively, given that winners have higher values
in these three characteristics compared to losers. Next, we try to understand why the model
fails to generate the value and accruals anomalies based on the above comparative statics

analysis.

6.2 The value premium

Prior studies with similar models (Liu, Whited and Zhang, 2009; Gongalves, Xue and Zhang,
2020) find that the differences in physical investment-to-capital ratio between value and
growth firms contribute the most to the value premium. In our case, the sales-to-physical
capital ratio is the most important driver of the return spread between value and growth
firms, as shown in Table 7. Table A.4 in the Internet Appendix shows that value firms on
average have lower I;;/ Ky, Liyy1/Kis1, Y1/ Kiyr, and Wi1/ K1, which in turn lead to
higher, lower, lower, and higher fundamental returns according to equations (12) to (15),
respectively. Moreover, the difference in I;;/ K;; between value and growth firms is the largest
among the differences in these four characteristics. Because our estimated adjustment costs
parameter, a, is much smaller than those in prior studies'?, the effect of I;;/Kj; is not large
enough to dominate the countervailing effect of Yj;y1/K;y1, resulting in an insignificant
fundamental value premium.

Data shows that the poor performance of the model mainly comes from the second
half of the sample. The model generates sizable value premium 2.94% (¢=1.09), and more
importantly, insignificant alpha, o = 3.52% (t=1.66), for the June 1967 to June 1991 period.

6Table A.4 in the Internet Appendix reports the average I;;/Ki, Livi1/Kitr1, Yier1/Kirr1, and
Wits1/Kit41 for firms in each decile portfolio.

17"The values of a range from 0.25 to 1.78 on average across the Fama-French 10 industries in our baseline
estimation, compared to 2.84 in Gongalves, Xue and Zhang (2020), 22.3 in Liu, Whited and Zhang (2009)
when the GMM moment is the average value premium.
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However, for the July 1991 to December 2016 period, the model generates negative value
premium, —1.87% (t=—0.93), and large and significant alpha, 8.87% (t=3.06). Several recent
papers (for example, Eisfeldt, Kim and Papanikolaou, 2020; Belo et al., 2021) show that
intangible capitals become increasingly important for cross-sectional return and valuation
differences. However, intangible capitals are not modeled in our framework. It is reasonable
that our model fails to generate the value premium if intangible capitals become more and
more critical for the return spread between value and growth firms. A framework with
explicit modeling of intangibles might be the key to explain the value premium, especially

for the sample period after June 1991.

6.3 The accruals anomaly

Table 7 shows that Wi, 1/ K41 and Yj 1/ K41 are the most important drivers of the return
spreads across firms sorted on accruals. According to Table A.4 in the Internet Appendix,
high-accruals firms have higher W, 1/K;+1 and Yy 1/K;q than low-accruals firms do.
Our partial derivative analysis shows that higher W;;, /K1 leads to lower, while higher
Yiir1/ Ky leads to higher, fundamental return. Comparative statics in Table 7 show that
the impact of Yj;11/ K11 dominates that of Wiy /K11, resulting in a counterfactual posi-
tive fundamental accruals premium.

The negative effect of Wi, 1/ K1 on the accruals premium echoes the argument in Wu,
Zhang and Zhang (2010) and Zhang (2013) that the accruals anomaly is a manifestation
of the investment anomaly in the sense that accruals capture fundamental investment in
working capital and high investment is associated with low return. In the absence of the
spread in Y41 /K11 between high- and low-accruals firms, our model would have generated
a negative accruals anomaly, consistent with the data.

However, differences in Y, 11/ K11 between high- and low-accruals firms are likely overes-
timated. Because our model does not distinguish cash basis from accruals basis accountings,
earnings of these firms are regarded as having the same quality. In contrast, data shows
that subsequent write-offs of account receivables happen more often to high-accruals firms
(Dechow and Dichev, 2002, among others). Therefore, the quality-adjusted difference in
Yits1/ K1 between high- and low-accruals firms will be smaller and imply a smaller or even

negative fundamental accruals premium. A model that incorporates earnings quality is an
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interesting topic for future research.

7 Discussions

In this section, we explore whether the model can explain the dynamics of these 12 anomalies,
such as the correlation between the realized and fundamental factor portfolios, the persistence
of their returns, and the dependences of these factor premiums on market states. In addition,
we discuss whether the in-sample feature of the baseline estimation is critical for the model’s
ability to explain anomalies. Finally, we examine the model’s out-of-sample predictive power
on stock returns at the cross section. Fundamental stock returns in this section are computed
based on the posterior means of parameter values under the baseline specification. Given
that the posterior distribution is extremely narrow, the results in this section can be largely
carried over to any set of parameter values within the 95% credible interval of the posterior

distribution.

7.1 Correlation between realized and fundamental portfolio re-

turns

Table 8 reports the contemporaneous correlations between the realized and fundamental
returns on the 120 decile portfolios and the 12 high-minus-low decile portfolios for the 12
anomalies. The fundamental and realized portfolio returns are all highly correlated and the
correlation coefficients are all significant at the 1% level. The average correlation is 0.69 for
decile portfolios and 0.43 for the high-minus-low deciles.

Notice that although the model cannot generate significant value premium and accruals
premium with the correct sign, the fundamental returns on the BM and accruals deciles
are still highly correlated with the realized ones. The correlations of these 20 deciles range
between 0.63 and 0.78, while the correlations of the high-minus-low deciles are 0.53 for BM
and 0.41 for accruals.

Figure 7 plots the time-series returns of the 12 high-minus-low deciles. Although the
fundamental and realized return series do show strong comovements, the realized portfolio
returns are much more volatile than the fundamental ones. In particular, the model fails

to generate the extreme movements observed in the data, such as the momentum crash of
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2009. The lack of large variations in fundamental returns is driven by the fact that firm
fundamentals, measured by accounting information, do not exhibit fluctuations as large as

those in realized stock returns.

7.2 Factor premiums and market states

The performance of long-short anomaly strategies often varies with the market conditions due
to cyclical changes in firm fundamentals and market risk premiums. For example, Gongalves,
Xue and Zhang (2020) show that value and investment premiums are counter-cyclical while
momentum and profitability premiums are procyclical. Following Gongalves, Xue and Zhang
(2020), we define up market as periods following nonnegative prior 36-month market returns
and down market as periods following negative prior 36-month market returns, and examine
the cyclicality of the 12 factor premiums.®

Table 9 shows that the momentum, ROE, NSI, GP/A, and ROA premiums exhibit strong
pro-cyclicality, while the BM, I/A, size, API/A, and Ad/M premiums exhibit counter-
cyclicality. In contrast, the fundamental premiums show less variations between up and
down states, but they do exhibit the same cyclicality as those of the realized premiums.
For example, the momentum premium is 18.51% following up markets but —12.99% follow-
ing down markets. The contrast is 12.43% versus 8.77% for the fundamental momentum
premium.

The realized RD/M premium does not show significant dependence on market states,
being 8.61% following up markets and 9.53% following down markets. However, the pre-
dicted RD/M premium exhibits strong pro-cyclicality, being 6.12% versus —1.54%. This
discrepancy highlights the importance of modeling R&D explicitly in order to capture the
time-series dynamics of the RD/M premium. In the current model, R&D investment is not
directly modeled and its influence on stock returns is bridged by its correlations with prof-
itability and investments in physical and working capitals. Finally, the predicted accruals
premium continues to show opposite signs as those of the realized one, following both up

and down markets.

18Results do not change qualitatively when up and down markets are defined based on prior 12- or
24-month market returns.
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7.3 Persistence of factor premiums

One important aspect of a factor premium is its persistence, which varies greatly across
anomalies. Figure 8 presents the event-time dynamics of the realized (top of each panel)
and fundamental returns (bottom of each panel) for the high and low deciles during the
36-month period after the portfolio formation for each anomaly. The momentum, ROE, and
ROA premiums diminish within 12 months after the portfolio formation, while the other
premiums subsist much longer. The model succeeds in reproducing the short-lived nature
of the momentum, ROE, and ROA premiums, as well as the long-lived nature of the rest
with the exception of the accruals premium. The accruals premium lasts for 18 months in
the data while there is no noticeable decrease in the fundamental premium after 36 months.
Given that the model cannot get the sign of the accruals anomaly right, it is not surprising

that the model cannot explain the persistence either.

7.4 Recursive estimation of parameters with expanding window

Our baseline estimation utilizes the information of the entire sample and in principle should
generate parameter estimates closest to their true values if the model is correct. However,
one may be concerned that the performance of the model comes from the look-ahead ad-
vantage of the in-sample estimation. In this section, we recursively estimate the model’s
parameters with expanding windows and compute the one-year-ahead fundamental returns.
This procedure, which combines the recursive parameters with realized accounting variables
(instead of their forecasts), is in the same spirit as in Fama and French (1997).

Starting from October 1980, we recursively estimate the model parameters from an ex-
panding window that starts in June 1967 and ends in May of each year from 1980 to 2018.
The latest accounting variables in the first recursive estimation must come no later than May
1980, the latest month for fiscal year 1979. Following Gongalves, Xue and Zhang (2020),
we impose a 4-month lag to ensure no look-ahead bias. For example, with the parameters
estimated at the end of May 1980, we compute the one-year-ahead fundamental returns from
October 1980 to September 1981. We expand the recursive windows one year at a time until
May 2017. To compare with realized returns that need to be smoothed within a 12-month
window, we evaluate the fit of the recursive estimation for the sample between March 1981

and December 2016. We allow parameters to vary across industry within each estimation
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window.

Table 10 compares the high-minus-low alpha (aq.1), i.e., the alpha of the factor premium,
and the average absolute decile alpha (@) constructed from recursive estimations with
those from the baseline estimation for each anomaly between March 1981 to December 2016.
As we expect, the average absolute decile alpha becomes larger in the out-of-sample (OOS)
estimation than that of the baseline for most anomalies except for the momentum and size
because the in-sample estimate matches stock returns better on average. However, in terms
of matching the anomaly premiums, the OOS estimation does not perform worse than the
baseline estimation. Each specification fails to explain two anomalies, in addition to the value
and accruals anomalies. Neither of them can explain the net stock issues (NSI) premium,
the high-minus-low alpha of which is significant at the 5% level under both specifications.
In addition, the baseline estimation cannot explain the gross profitability (GP/A) premium
while the OOS estimation cannot explain the asset growth (I/A) premium.

In sum, whether parameters are estimated in sample or out of sample is not critical for
the model’s ability to explain factor premiums in general. The fact that our estimation
targets firm-level returns, not the average anomaly premiums, might be a key reason behind

this result.

7.5 Out-of-sample (OOS) return forecast

Traditional forecasts on cross-sectional stock returns rely on linear models to organize in-
formation. Gu, Kelly and Xiu (2020) show that machine learning methods can significantly
improve the OOS forecasting performance of traditional linear models.'® However, machine
learning methods lack economic structures, similar to linear risk-factor models. One advan-
tage of our estimation is that it combines the Bayesian MCMC method with a simple yet
powerful economic structure. We examine its OOS forecasting performance in this section.

To forecast stock returns, we need to forecast the firm fundamentals used in Equation

(6) in addition to recursively estimating parameter values as in Section 7.4.2° To reduce

9The set of machine learning methods studied in Gu, Kelly and Xiu (2020) includes generalized linear
models with penalization, dimension reduction via principal components regression (PCR) and partial least
squares (PLS), regression trees (including boosted trees and random forests), and neural networks.

20We have tried three specifications of recursive estimation: (1) allow both industry and time variations
within each estimation window, and use the parameter estimates at the end of the expanding window to
construct the one-year-ahead fundamental returns; (2) allow both industry and time variations within each

31



measurement errors, we set the expected Tﬁj_l, Tir1, and ;41 values to their current values
from the most recent fiscal year-end at least four months ago. In addition, values of physical
and working capital stocks, K;;11 and Wj; 1, are known at the beginning of time ¢t + 1. The
key is to forecast Yj;y1 and I;;11. Following Gongalves, Xue and Zhang (2020), we forecast
Lit11/ Kis 1 on lagged Tobin’s Qy, sales-to-total capital, Yy /(K + Wi), and investment-to-
physical capital, I;;/K;, and forecast annual sales growth, Yj;.1/Yi, on the year-over-year
quarterly sales growth rates of the prior four quarters. We winsorize the sales growth rates
at the 2.5%-97.5% level.

At the beginning of each month t from October 1980 to September 2018, we use the
prior 120-month rolling window to estimate the cross-sectional forecasting regressions of
Liiv1/ Kiye1 and Yy y1 /Y. Monthly Fama and MacBeth (1973) cross-sectional weighted least
squares regressions are used for the forecast. The ;1 and Y;,, data are obtained from the
most recent fiscal year ending at least four months prior to month ¢, and the predictors in the
forecasting regressions are further lagged accordingly. We then construct predicted returns
using forecasted fundamentals and recursively estimated parameters based on Equation (6)
in Section 7.4.

At the beginning of each month ¢ from October 1980 to September 2018, we form deciles
based on the predicted stock returns and NYSE breakpoints and hold them for one month.
Table 11 presents the realized average monthly excess returns, the CAPM alpha, the Fama-
French three-factor, Carhart four-factor, and Fama-French five-factor alphas, and the Hou,
Xue and Zhang (2020) g-factor alpha of the 10 deciles and the high-minus-low decile. First
of all, our model shows strong and reliable forecast capability, with the realized average
monthly excess return of the high-minus-low decile being 0.45% (t=2.45). Second, and more
importantly, this realized return spread between firms with the highest and lowest predicted
returns cannot be explained by the commonly used risk factors. In fact, the risk-adjusted
alphas are even larger and more significant than the average excess return in some cases.
The CAPM alpha, the Fama-French three-factor, Carhart four-factor, and Fama-French five-

estimation window, and use the average of the time-series parameter estimates to construct the one-year-
ahead fundamental returns; (3) allow industry but not time variations, and use the estimates to construct
the one-year-ahead fundamental returns. The last specification, which is the one used in Section 7.4, gives
us the highest prediction power. Estimates of the third specification better utilize the information of the
entire prior sample in a structural way. The only scenario where the first specification would perform better
is when there is a trend in the time series of parameter estimates, which is not the case here as shown in
Figure 2.
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factor alphas, and the Hou, Xue and Zhang (2020) g-factor alpha are 0.43% (t=2.38), 0.58%
(t=3.25), 0.52% (t=2.87), 0.61% (t=3.08), and 0.47% (t=2.22), respectively. The fact that
these linear factor models cannot explain the return spread between firms with the highest
and lowest predicted returns suggests that the nonlinear structure imposed by the simple

g-model plays a critical role in explaining the cross-sectional return differences.

8 Conclusion

Can stock market anomalies be explained within an investment-based asset pricing frame-
work? To answer this question, prior studies often choose model parameters to fit a specific
set of anomalies and different values are needed to fit each anomaly. Using Bayesian MCMC,
this paper estimates a simple two-capital ¢-model to match firm-level stock returns. The
estimated model generates large and significant size, momentum, investment, profitability,
and intangibles premiums. The results hold for a variety of alternative specifications, in-
cluding in-sample and out-of-sample estimations, and estimations with industry and time
variations in parameter values, with time variations only, with industry variations only, and
with constant values. Moreover, the model exhibits reliable out-of-sample forecasts on stock
returns in the cross section, which can not be explained by the commonly used linear factor
models. Our results show that the simple g-model goes a long way in explaining stock market

anomalies.
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Figure 1: Simulation study

This figure plots the true values (in red solid lines), the NLS estimates (in green lines with triangle markers),
the Bayesian MCMC posterior means (in blue dashed lines) and the 95% prediction intervals (in shaded
areas) of the model parameters estimated from the simulated data. The marginal product and adjustment
costs parameters of Consumer Nondurables, Manufacturing, and Business Equipment industries are denoted

as v; and a; for ¢ = 1,2, 3, respectively..

0.8

0.6

0.5 1

0.4 1

0.3 1

0.2 1

0.8 1

0.7 1

0.6 1

0.5 1

0.4 1

0.3 1

0.8

0.7 1

0.6 1

0.5 1

0.4 A

0.3 1

37



Figure 2: Time series of estimated parameters

This figure shows the time series (1967-2016) of the posterior means of the marginal product parameter,
v, and physical investment adjustment costs parameter a, averaged across the Fama-French 10 industries.
Parameter values are plotted in solid lines and the 95% credible intervals are in dotted lines.
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Figure 3: Distribution of firm-level returns: realized vs. fundamental

Panel (a) presents the histograms of the realized (in blue) and fundamental (in orange) firm-level stock
returns from June 1967 to December 2016. Panel (b) presents the time series of the value-weighted returns
on the market. Returns are in percentage per annum. The number of observations is 136,598. Observations

in Panel (a) are trimmed at 0.5 and 99.5 percentiles for illustration purposes.
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This figure plots the posterior probability density functions of the fundamental factor premiums formed on
book-to-market (BM), momentum (R11), asset growth (I/A), return-on-equity (ROE), size (Size), accruals
(Accruals), net share issues (NSI), investment-to-assets ratio (API/A), gross profitability (GP/A), return-
on-assets (ROA), R&D-to-market ratio (RD/M), and advertising-to-market ratio (Ad/M). The red lines
represent normal distributions with means and standard deviations being the posterior means and standard

deviations of the corresponding factor premiums. The 2.5%, 50%, and 97.5% percentiles of each posterior

Figure 4: Posterior distributions of the fundamental factor premiums

distribution are labeled below the horizontal axes.
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Figure 5: Factor premiums: realized vs. fundamental

The realized factor premiums and the posterior means of the fundamental factor premiums are plotted in
Panel (a). The error bars represent the 95% credible intervals of the posterior distributions. The average
fundamental returns of the decile portfolios sorted on the 12 anomaly variables are plotted against the
corresponding realized ones in Panel (b). Returns are in percentage per annum.
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Figure 6: Alternative estimation specifications

1 1
This figure plots the posterior distributions of d* = T 23:1 A 25\21 d}, for three alternative settings:
t

parameters with industry variations only, time variations only, and constant values, respectively, where

ds, = ri 1 Ti‘-(:l) ‘ — ‘ri 11— 7"5_(3‘, rF@ and rF® are the fundamental returns under the alternative

specification, a, and the baseline, b, and d® is in percentage per annum.
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Figure 7: Time series of factor premiums: realized vs. fundamental

This figure plots the time series of the realized (in blue solid lines) and fundamental (in red dotted lines)

factor premiums. Returns are in percentage per annum and in monthly frequency.
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Figure 7: Time series of factor premiums: realized vs. fundamental (continued)
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Figure 8: Persistence of factor premiums: realized vs. fundamental

This figure plots the realized (top of each panel) and fundamental returns (top of each panel) on the low

(blue solid lines) and high (red dotted lines) deciles for 36 months after the portfolio formation for each

anomaly. Returns are in percentage per annum and in monthly frequency.
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Table 3: Parameter estimates

Column 7% reports the times-series average of the posterior means of the marginal product parame-
ter v for each of the Fama-French 10 industries; column ﬁ'y reports the time-series average of the
95% credible intervals of 7; column o(y) reports the time-series standard deviation of the posterior
means of v; and similar definitions apply to columns @, CI,, and o(a) for the adjustment costs pa-
rameter a. Column g reports the model implied average Tobin’s ¢ for each industry, defined as g, =

17T Njt i - It Kit+1 Wit ) _ Vit—1 R
T Zt:l Zi:l wit-1 9 |1 + ajt(l Tt) Kt | Kigg1+Wiepa + Kitt1+Witpr [ where @1 = szjfil Viee1 Nje s
1= =

the number of firms in industry j in time ¢, Vi, Iz, K+, and W;; are the market equity, investment in

physical capital, physical capital, and working capital of firm ¢ at time ¢, respectively.

Industry 5 CIL, a(v) a CI, o(a) 7

Consumer Nondurables 0.13 [0.11, 0.14] 0.09 0.41 [0.29, 0.55] 0.43 1.60
Consumer Durables 0.16 [0.14, 0.19] 0.18 1.15 [0.83, 1.47] 1.13 1.71
Manufacturing 0.16 [0.15, 0.17] 0.11 0.58 [0.51, 0.65] 0.98 1.60
Energy 020  [0.18,0.22] 013 045  [0.40,048] 054  1.33
Business Equipment 0.23 [0.21, 0.24] 0.19 1.78 [1.67, 1.83] 2.00 1.81
Telecom 0.28 [0.25, 0.30] 0.21 0.71 [0.65, 0.76] 0.66 1.33
Wholesale & Retail 0.08 [0.07, 0.09] 0.06 0.87 [0.77, 0.96] 0.98 1.62
Healthcare 0.19 [0.17, 0.21] 0.16 0.60 [0.44, 0.73] 0.68 1.68
Utilities 0.29 [0.25, 0.32] 0.17 0.25 [0.20, 0.32] 0.32 1.16
Others 0.17 [0.15, 0.18] 0.13 0.48 [0.47, 0.54] 0.52 1.47
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Table 4: Summary statistics of the realized and fundamental firm-level stock
returns

This table reports the following key statistics for the realized (r°) and fundamental (rf") firm-level stock
returns: mean, standard deviation, skewness, kurtosis, mean absolute error (m.a.e.) of the fundamental
returns, and the time series average of cross-sectional gl:orrelations between the realized and fundamental
T—1

t=0 Nt+1
firms in period ¢t + 1. For fundamental returns, both the posterior means and the 95% credible intervals
(in square brackets) of these statistics are reported. Both realized and fundamental returns are winsorized

at 0.5 and 99.5 percentiles. The fundamental stock returns are computed based on four model setups: the

. 1 N .
returns. The m.a.e. is defined as m.a.e. = 7 3 2 s — v, where Nyiq is the number of

baseline setup (under column 6;;) in which the estimated parameters are industry specific and time varying;
the setup (6;) in which the estimated parameters are industry specific but constant over time; the setup
(6:) in which the estimated parameters are time varying but constant across industries; and the setup ()
in which the estimated parameters are constant over time and across industries. The sample period is from
June 1967 to December 2016.

Data 0; 0; 0, 0
Mean 14.45 15.65 15.47 14.97 15.47
[15.55, 15.75] [15.36, 15.57] [14.87, 15.06] [15.60, 15.83]
StdDev 60.78 34.17 18.49 27.36 19.76
[34.06, 34.27] [18.39, 18.59] [27.26, 27.46] [19.67, 19.85]
Skewness 2.15 1.68 1.68 1.66 2.12
[1.67, 1.70] [1.66, 1.70] [1.64, 1.67] [2.11, 2.14]
Kurtosis 11.05 11.20 10.66 10.74 13.33
[11.11, 11.29] [10.59, 10.73] [10.66, 10.82] [13.26, 13.41]
Correlation na 0.20 0.12 0.12 0.09
[0.20, 0.20] [0.12, 0.12] [0.12, 0.12] [0.09, 0.10]
m.a.e na 40.10 41.85 40.85 42.45
[40.06, 40.13] [41.82, 41.89] [40.82, 40.88] [42.42, 42.48]

49



Table 5: Posterior summary of anomaly premiums under the baseline estimation

For each anomaly premium, this table reports the average annualized returns of the 12 anomaly premiums,
r°, and their corresponding t-values in the data, the posterior means of the fundamental premiums, %', the
t-values of ¥, and the t-values of alphas, defined as & = ¥ —r¥, in the baseline estimation. The t-values are
adjusted for heteroscedasticity and autocorrelations with lags up to 24 months. We report the 95% credible
intervals for 7, ¢(rf'), and t(a) in square brackets. The posterior distributions are based on 5,000 Bayesian
MCMC draws. Returns are in percentage per annum. The sample period is from June 1967 to December
2016 for all anomaly variables except for ROA, RD/M, and Ad/M, for which The sample starts at December

1972, December 1976, and December 1973, respectively, due to data availability.

Anomaly S t(rS) rf t(rf) t(a)

BM 6.74 2.57 0.46 0.26 3.33
0.31, 0.60] [0.18, 0.35] [3.24, 3.42)

R11 13.75 4.15 11.82 12.51 0.78
[11.74,11.90]  [12.38, 12.65] [0.75, 0.81]

I/A -6.30 -3.23 -3.08 -2.25 -2.10
[-3.17, -2.99] [-2.32, -2.18] [-2.16, -2.04]

ROE 7.69 3.06 4.62 9.72 1.81
[4.53, 4.70] [5.58, 5.85] [1.76, 1.86]

Size -4.84 -1.37 -5.99 -5.63 0.34
[-6.07, -5.90] [-5.73, -5.54] 0.31, 0.37]

Accruals -5.58 -3.14 4.74 4.45 -6.28
[4.65, 4.84] [4.34, 4.56] [-6.37, -6.19]

NSI -7.65 -4.26 -3.05 -3.36 -2.93
[-3.14, -2.96] [-3.48, -3.25] [-2.99, -2.86)

API/A -5.79 -2.85 -5.79 -4.81 -0.00
[-5.88, -5.69] [-4.93, -4.71] [-0.07, 0.07]

GP/A 3.87 2.00 7.26 5.84 -2.63
[7.08, 7.44] [5.63, 6.07] [-2.78, -2.48]

ROA 6.46 2.52 3.80 3.99 1.48
[3.70, 3.89] [3.86, 4.11] [1.43, 1.53]

RD/M 8.70 2.26 5.24 2.12 1.42
[5.04, 5.43] [2.04, 2.21] 1.33, 1.50]

Ad/M 6.10 1.87 7.46 2.82 -0.58
[7.28, 7.65] [2.74, 2.90] [-0.66, -0.50]
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Table 6: Anomaly premiums under alternative estimation specifications

This table reports the posterior means of the fundamental factor premiums (rf") and the alphas (o = 7% —7F")
of the 12 anomalies, with the posterior means of the corresponding t¢-statistics in parentheses. Fundamental
stock returns are computed based on four estimation specifications: the baseline specification (under column
0;:) with industry specific and time varying parameter values; the specification (6;) with industry variations
in parameter values only; the specification (6¢) with time variations only; and the setup (6) with constant
parameter values. The fundamental premiums and alphas that are significant at the 1%, 5%, and 10% levels
are denoted with three stars, two stars, and one star, respectively. The sample period is from June 1967 to
December 2016 for all anomaly variables except for ROA, RD/M, and Ad/M, for which the sample starts at
December 1972, December 1976, and December 1973, respectively, due to data availability.

T [0
0,1 0, 6, 6 0,1 0, 0, 6

BM 0.46 -0.64 -3.78** -3.25%  6.28**  7.38%*  10.52%**  9.00***

(0.26) (-0.52)  (-2.17)  (-1.95) (3.33) (3.25) (4.20) (4.23)
R11 11.827%%  3.59%** 575t 3890 1.93 10.16™*  8.00%**  9.92%*

(12.51) (7.75) (6.88) (6.38) (0.78) (4.06) (2.93) (3.82)
I/A -3.08** -0.06 -0.68 0.48 S3.227 6.24%% 5627 678

(-2.25)  (-0.09)  (-0.43) (0.48) (-2.10)  (-3.42)  (-3.18)  (-4.03)
ROE 4,627 3897 53T 4720 3.07* 3.80" 2.36 2.97

(5.72) (9.65) (9.26) (9.30) (1.81) (2.10) (1.29) (1.60)
Size S99 582U LTETH 8.10%* 1.15 0.98 2.73 3.26

(-5.63)  (-8.62)  (-6.05)  (-8.84) (0.34) (0.28) (0.73) (0.93)

Accruals 4747 4.90%**  880™*  9.01**  -10.32¢*  -10.48*** -14.38"**  _14.59***
(4.45) (7.96) (14.55)  (16.76)  (-6.28)  (-5.96)  (-7.68)  (-8.08)

NSI 3.057 S2.807 -4.59Y L4707 460 -4.85" -3.07 -2.96
(-3.36)  (-4.28)  (-6.70)  (-7.18)  (-2.93)  (-2.44)  (-1.49)  (-1.51)
API/A  -579™* 421 312" -2.29* -0.01 -1.58 -2.67 -3.50*
(-4.81)  (-6.99)  (-2.07)  (-2.26)  (-0.00)  (-0.87)  (-1.48)  (-1.90)
GP/A 726" 67T 1548 1528 -3.39"* 290 -11.61%**  -11.42%
(5.84) (13.05)  (14.63)  (19.27)  (-2.63)  (-147)  (-5.41)  (-5.20)
ROA 3.807*  3.067* 4107 3.84% 2.66 3.40" 2.35 2.62
(3.99) (6.25) (5.80) (6.85) (1.48) (1.77) (1.24) (1.34)
RD/M 5.24%* 2.52* 0.47 0.52 3.46 6.18 8.22** 8.18*
(2.12) (1.92) (0.50) (0.49) (1.42) (1.49) (2.07) (1.97)
Ad/M TA6™* 6397 13.89%** 1414 _1.36 -0.29 79T R.04%

(2.82) (5.75) (7.32) (8.96) (-0.58)  (-0.10)  (-2.42)  (-2.71)
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Table 7: Comparative statics of anomaly premiums under the baseline estimation

This table reports the fundamental factor premium, denoted r, and alpha, defined as a = r° — ¥,

from the baseline estimation and four comparative statics for the 12 anomalies. In the comparative static
analysis denoted I;;/K;t, Ij+/K; is set to be its cross-sectional median at period ¢ across all the firms.
The parameters from the baseline estimation are used to construct the fundamental returns, with all the
other firm characteristics remain unchanged. The other three comparative static analyses, I;;11/K;it1,
Yitt1/Kit+1, and Wipq1/Kiry1, are designed similarly. The ¢-values reported in parentheses are adjusted for
heteroscedasticity and autocorrelations of up to 24 lags.

BM R11 I/A ROE
rt o rt o rt a rt e
Baseline 0.47 6.27 11.88 1.87 -3.14 -3.16 4.64 3.05
(0.27) (3.33)  (11.03)  (0.57)  (-2.29)  (-2.06)  (4.26)  (1.33)
It/ K -6.62 13.36 14.38 -0.63 3.58 -9.88 5.34 2.35
(-3.43) (5.90)  (10.49)  (-0.19)  (2.26)  (-5.47)  (4.69)  (0.96)
Toort/Kirs1 6.86 0.12 5.45 8.2 7.22 0.92 2.33 5.36
(3.58) (-0.06)  (474)  (2.24)  (-5.22)  (0.55)  (141)  (1.93)
Yitr1/Kit+1 69.00 -62.26 -1.13 14.88 -11.83 5.53 -17.83 25.52
(8.97) (-7.47) (-0.41) (3.69) (-4.83) (1.72) (-5.87) (7.62)
Wits1/Kit41 -5.51 12.25 12.56 1.19 -4.50 -1.79 5.17 2.52
(-2.74) (6.03) (6.54)  (0.32)  (-1.09)  (-0.48)  (4.08)  (1.06)
Size Accruals NSI API/A
rf o rf a rf et rf e!
Baseline -5.98 1.14 4.75 -10.33 -3.09 -4.56 -5.83 0.04
(-5.62) (0.34) (4.46)  (-6.20)  (-3.41)  (-2.90)  (-4.82)  (0.03)
Ly /K -6.26 1.42 3.97 -9.54 -0.74 -6.91 -0.06 -5.73
(-5.36) (0.40) (3.06) (-5.29) (-0.69) (-3.64) (-0.04) (-3.92)
Litv1/Kit41 -5.35 0.51 6.09 -11.67 -4.40 -3.26 -9.54 3.75
(-5.23) (0.15) (5.53)  (-7.01)  (-4.16)  (-2.15)  (-8.12)  (2.31)
Yies1/Kits1 9.87 14.71 -16.74 11.17 28.67  -36.32 2.54 -8.33
(4.87) (-4.23) (-6.83) (4.08) (3.96) (-5.14) (0.84) (-2.36)
Wity1/Kir1 -20.67 15.83 14.02 -19.60 -3.61 -4.04 -15.20 9.41
(-9.73) (3.95) (7.33) (-7.90) (-2.02) (-2.00) (-3.56) (2.48)
GP/A ROA RD/M Ad/M
rt o rt o rt « rf e!
Baseline 7.26 -3.39 3.83 2.63 5.23 3.47 7.49 -1.39
(5.84) (-2.64)  (2.84) (1.11)  (2.12)  (1.42)  (2.83)  (-0.59)
yaier 10.94 -7.07 4.67 1.79 4.80 3.90 2.64 3.46
(7.95) (-4.69) (3.70) (0.73) (2.14) (1.17) (0.99) (1.38)
L1/ K1 3.47 0.40 2.10 4.36 3.56 5.13 11.52 -5.42
(2.46) (0.29) (1.24)  (1.59)  (1.48)  (2.07)  (4.82)  (-2.16)
Yitr1/Kit+1 -105.18 109.05 -24.74 31.19 -19.10 27.80 -0.81 6.91
(-10.05) (11.25) (-5.75) (6.67) (-4.27) (8.17) (-0.29) (2.54)
Wits1/Kit41 11.45 -7.58 3.43 3.03 11.51 -2.81 6.54 -0.44

(6.70) (-3.68)  (2.58) (1.35)  (5.32)  (-0.83)  (1.48)  (-0.13)
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Table 9: Market states and factor premium

For each month, we categorize the market state as Up if the value-weighted market returns from month
t-36 to t-1 are nonnegative and as Down if negative. We report the high-minus-low decile returns averaged
across Up and Down states, respectively. 7° denotes the stock returns, and ¥ the fundamental returns.
The t-values are in parentheses and adjusted for heteroscedasticity and autocorrelations with lags up to 24
months. The sample period is from June 1967 to December 2016 for all anomaly variables except for ROA,
RD/M, and Ad/M. The sample starts at December 1972, December 1976, and December 1973 for ROA,
RD/M, and Ad/M, respectively, due to data availability.

BM R11 I/A ROE
Market State rs r¥ rs rF rS rF rs r
Down 14.24 7.68 -12.99 8.77 -12.97 -3.50 -6.67 1.01
(5.19) (1.83) (-1.03) (3.05) (-6.07) (-1.66) (-1.31) (0.39)
Up 5.40 -0.82 18.51 12.43 -5.11 -3.08 10.25 5.29
(1.81)  (-0.52)  (8.30)  (11.74)  (-2.58)  (-2.08)  (4.35)  (5.09)
Size Accruals NSI API/A
Market State rS r rS r rS r rS r
Down -22.71 -8.31 -7.55 3.15 -4.99 -1.70 -14.60 -9.13
(-3.40)  (-3.56)  (-2.71)  (1.18)  (-1.09)  (-1.18)  (-3.76)  (-3.27)
Up -1.66 -5.57 -5.23 5.04 -8.13 -3.34 -4.22 -5.24
(-047)  (-5.09)  (-2.65)  (4.87)  (-457)  (-3.49)  (-2.11)  (-4.38)
GP/A ROA RD/M Ad/M
Market State rs r¥ rs rF rS rF rs rF
Down -4.66 3.02 -7.19 -2.21 9.35 -1.54 17.17 8.28
(-2.06) (0.96) (-1.04) (-0.55) (1.87) (-0.63) (4.05) (1.88)
Up 5.39 8.02 8.89 4.90 8.61 6.12 4.07 7.34

(2.85) (6.34) (3.85) (4.12) (1.99) (2.28) (1.15) (2.48)
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Table 10: Out-of-sample (OOS) prediction with expanding-window estimates

Out-of-sample predicted returns are constructed using parameter estimates from the expanding window
starting in June 1967. Within the expanding window, parameter estimates vary across industries but stay
constant over time. The prediction period is from March 1981 to December 2016. a1, is the high-minus-
low alpha and @ is the average absolute alpha across the 10 decile portfolios of each anomaly. The ¢-
values are in parentheses and adjusted for heteroscedasticity and autocorrelations with lags up to 24 months.
Significance at the 1%, 5%, and 10% levels are denoted with three stars, two stars, and one star, respectively.
Returns are in percentage per annum.

QH.L lop |

Baseline 00S Baseline 00S

BM T.27FK* 9.63*** 1.70 1.90
(2.86) (3.25)

R11 -2.81 6.63 1.84 1.67
(-0.71) (1.69)

I/A -1.11 -5.27%* 1.14 1.16
(-0.57) (-2.21)

ROE -0.14 0.21 1.28 1.54
(-0.05) (0.06)

Size 2.16 0.88 1.90 1.72
(0.56) (0.23)

Accruals -8.14%** S7.UT2RRR 1.88 2.00
(-5.11) (-4.08)

NSI -3.87%* -5.31%* 0.89 1.13
(-2.00) (-2.00)

API/A 1.28 -0.73 1.25 1.62
(0.85) (-0.38)

GP/A -3.78F** -2.49 1.20 1.26
(-2.91) (-1.12)

ROA -0.74 0.38 1.33 1.70
(-0.25) (0.12)

RD/M 3.38 8.06 1.72 2.42
(1.45) (1.76)

Ad/M -1.09 1.33 1.01 1.56
(-0.33) (0.37)
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