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Common risk factors in the returns on stocks and bonds
The paper first stated that the average returns on the US common stocks shows little relation to the market betas of Sharpe and Lintner asset pricing model or the consumption betas of the intertemporal asset-pricing model. However, the variables that show the ability to explain the cross-section of average returns are size, leverage, earing/price, and book-to-market equity.
Then, the paper sets up the explanatory variables of the regressions by using the TERM and DEF which are the proxy for risk arises from the unexpected changes in interest rate and the proxy for default risk, for bond-market factors. For stock-market factors, the paper construct portfolios that can capture the size, book-to-market equity to capture the effect of the variables on the returns. Also, the Market variable is constructed to be the proxy for the market factor in stock returns. The returns to be explained variables are Bonds, the set of dependent variables includes the excess returns on government and corporate bonds, and Stocks, excess returns on 25 portfolios form based on size and book-to-equity.
From the result of the paper, the authors found that size and book-to-market equity are the proxy for sensitivity to common risk factors in stock return in time-series regression. Moreover, from three-factor regressions, the paper found that the intercepts are close to 0. Hence, size and book-to-equity market can explain the cross-section of average stock returns.
For bond, TERM and DEF capture most of the variation in return of bonds. However, there is little evidence that 1. average returns on government bonds increase with maturity 2. Long-term corporate bonds have higher return than government bond 3. The average returns for low-rating bonds are higher.
In section 4, 4.1 explain how TERM and DEF can capture common variation in stock and bond return, however for stocks and low-grade bonds, there is plenty of variation left to be explained by stock-market factors. In 4.2, The paper examines 3 types of regression with one, two, and three stock market factors. The three-factor regressions work well to explain the returns for stocks, but the one- and two-factor regressions help explain why. 4.1 and 4.2 demonstrate that there is overlap between the stochastic processes for bond and stocks returns. Creating a five-factor regression, however, contradict the evidence from 4.1 and 42 that there is strong overlap between the return processes for bonds and stocks. The authors argue that “stock returns share three stock-market factors, and the links between stock and bond returns come largely from two shared term-structure factors.”
Furthermore, the paper also found that portfolio with lowest book-to-market equity encounters more volatility in return than highest book-to-equity. As Fama and French (1992b) find that book-to-market equity is related to relative profitability by stating that low book-to-market equity have high earnings persistency, and vice versa. This paper found the evidence that book-to-market equity capture the variation in return of stocks through time in a risk factor that is related to relative earnings performance.
To conclude, the result from the paper illustrates that five factors do a good job explaining common variation in bond and stock return and the cross-section of average returns. The factors used in the research, however, are motivated by empirical experience. Therefore, the choice of the factors might be arbitrary without theory supported.
