Article # 19 (writeup)

This article was written three years after Fama and French’s(1992) “The Cross-section of Expected Stock Returns” in 1995. The article investigated some of the issues which were documented in the FF article, namely the weak relation between ( and average return, and the strong relationship between firm size and return, and book value / market value (B/M) and return. 

To achieve comparability with the conclusions of FF, Kothari, Shanken and Sloan used similar techniques in their studies. They were able to show that ( is compensated by return. However, this conclusion was attained using annual, instead of monthly (. The relationship of size and B/M to return, was also shown to be not so convincing.

This article managed to present interesting results by cross examining some of the conclusions obtained by FF. The strength of this article comes from the authors’ ability to closely duplicate the methodologies used. In so doing, they were able to compute results that can be easily compared to FF’s results. For example, when investigating the relevance of ( with respect to average returns deviations, the same sample and methodology was used, the only difference being a long time interval for ( of a year. They were then able to compare their results with FF’s, knowing that there were no bias. 

On the other hand, if the authors use methods that differ from FF’s, comparisons of their results to FF’s results will probably derive implications that were inaccurate.   

Another strength of this article was the concise manner in which the authors approached their area, which was the cross section of expected stock returns. The authors did not attempt to address too many issues nor issues that were unimportant. Therefore, they were able to present tests and results that were more central and convincing.

However, in the second section of the article, where the authors attempt to point out the ambiguity of the relationship between B/M and returns, their conclusions appeared under justified, if not unconvincing. FF claimed that B/M was positively related to returns. Kothari, Shanken and Sloan believed otherwise. Their main argument was the existence of selection bias in the COMPUSTAT sample which FF used for their studies. They were able to raise two good reasons to explain for the existence of selection bias in the sample. They also attempted to provided empirical evidence by using the CRSP and CRSP-COMPUSTAT sample which they believe did not contain survivorship bias. Although, the results indicates a bias in the COMPUSTAT sample, it is only an indirect test. There is no prove that the other two samples did not contain bias. The authors were only stipulating. Therefore, the results could possibly be a coincidence, and is by no means convincing. As such, the authors are over stating their conclusion when they dismiss FF’s finding of a positive relationship between B/M and returns. 

Another point worth noting is the approach FF and Kothari, Shanken and Sloan had with respect to (. Pre-ranking (’s were estimated using past returns, and by regressing returns of formed portfolios with the appropriate index return over a year, post-ranking (’s were obtained. The interesting point to note is the effect of changes in (’s within the one year which the post-ranking (’s were obtained. Both articles did not take this into consideration, implying that both articles assume a constant ( for the portfolios within that one year. 

