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Creating Portfolios

There are thousands of stocks. You want to test a hypothesis on factor exposure
on these stocks, but you don’t want to run 10,000 individual regressions against
the factor.

The factor loadings on individual stocks may not be stable over time. If so, you’ll end up
with incorrect estimates of factor premia.

Instead, create portfolios from the universe of stocks, and allow the stocks shift
from one portfolio to another based on changing factor exposures. These are
dynamic portfolios.

Don’t just randomly select into portfolios. If you do that, you get portfolios that look like
the market. (Why is that?) Then the only factor that will explain these portfolios is the
market. Not that interesting.
Strategy is to sort by characteristic that you think causes a stock’s return to correlate
with the factor. Create 25 portfolios, such that each portfolio has increasing exposure
to factor. Try to have at least 10 stocks in each portfolio
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Review of the Framework

Figure is what we exepct to see if
model is true.
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αi is the part of expected return not
explained by beta. If model is correct,
αi = 0

The slope of the line in the figure is the
factor risk premium. It is the mean of the
factor.

Two key questions addressed by Fama
and French are, what are we allowed
to use as factors? How does the
model work?
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Fama and French’s 3-Factor Strategy

Factors are
1 Market excess return rm
2 Excess return on high minus low book-to-market value firms
3 Excess return on small minus big market capitalization firms.

Test assets (portfolios) are formed by a double sort of returns into
1 5 grids of low to high book-to-market,
2 5 grids of large-to-small firms.

That is, they took the intersection of firms into each of the 25 sets.

FF looked for securities where there is substantial variation in average returns. In
their paper, the start by listing the many of these discovered patterns in average
stock returns that they want to explain.
They say that anomalies are captured by their sensitivities to three factors:

Rm: the market return,
SML: small minus big (in capitalization) portfolio and
HML:high minus low book to market portfolios.
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For i = 1, ...,25.
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Forming the portfolios

They want to find portfolios with interesting
average excess returns.

In June, look at the size and book to market of
every stock. In the following January, form
portfolios. Put the smallest stocks and all the
highest value stocks on one portfolio. Then do
the same for the next smallest and next
highest value.

In all, divide into 25 bins based on size (price
times outstanding shares) and value (book to
market). These are called value stocks
because high book to market signals that the
market price is low.

Look at the characteristics of the stocks in
their Table 1 In the table, we can ask “Is there
a difference in return between the value,
growth, small and large stocks? The answer is
yes, and they are huge.
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They form three factors. The market factor is all stocks together, value weighted. SMB is the long minus short
portfolio return on small stocks subtract the return on large stocks. HML is the long-short excess return on high
minus low book to market portfolios.
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Left shows how things would look if all expected returns are the same. This would be a very boring world.
On the

Right shows the facts. Market beta does not work. Expected returns vary enormously (that’s what the
table showed). In earlier papers, Fama and French show those higher excess returns did not correspond
to higher betas.

So, the question is can the three beta model explain excess returns?
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What the model is and isn’t about

The model is not about the t-statistics on the betas. Significant t-stats on betas tell you that they are well
measured. But it’s not a test of the model whether these things are big or not.

The model is about average returns versus betas. Not about the betas themselves. The model is also
not about the R2 in the time-series regression.

High time-series R2 tells you covariance of all 25 portfolios is driven by the 3 factors. Yes, there is a strong
factor structure and it is a good model for explaining covariance. But it doesn’t tell you that it is a good
model for explaining means. When you run the time-series regressions, the purpose is to produce the
data (of the betas).
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This plot shows model success. Market beta doesn’t show any variation. HML factor
beta is increasing with value, which is increasing in average return.
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Test of the model

Are α’s jointly zero? Fama-FrenchF reject this hypothesis. Model is statistically rejected. But doesn’t mean
the model is not useful. Fama-French took finance away from pure hypothesis testing towards getting into
the data and seeing how the model works and doesn’t work.

What Fama and French do with the three factor model. We might ask, Isn’t it tautological, that the 25
portfolios sorted by size and book-to-market, are explained by the factors that are also size and
book-to-market? Cochrane argues the answer is no, because size and book-to-market factors can explain
many other puzzles. That is, explanation of returns that cannot be explained by market beta. Here are a
couple of examples.

Google versus Sears. Stocks that have had sales disasters give higher returns. They are not explained
by market beta. But the Fama-French 3 factor model does explain these kinds of returns. It says the slow
sales stocks are not about size or book-to-market. It is a different puzzle. Slow sales stocks are not value
stocks, but they behave like value stocks.

Achieves Data Reduction. The model needs only 3 factors that explains all returns. Use as controls over
known puzzles or anomalies. Now, the theory of finance only needs to explain the factor premiums, not
the set of 25 portfolio returns.
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