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	Abstract (Document Summary)

	A key implication of the Sharpe-Lintner-Black asset pricing model is that in the presence of accurate market betas no other variable has explanatory power over the cross-section of expected returns. This implication has been found wanting. While including estimates of market beta many variables have explanatory power over the cross-section of stock returns in the presence of estimated betas. These results are a rejection of the joint hypothesis of market efficiency and the Sharpe-Lintner-Black model (SLBM). Our paper explores this issue through empiric investigation and the use of simulations.

Our simulations ask the hypothetical question "What if the SLBM is true, with some real world complications?" We set up an artificial world where, by construction, the SLBM holds for firms' assets. Using reasonable assumptions about firms' capital structure policies, we simulate equity returns. We perform many of the real world tests of the SLBM on the simulated equity returns.

When firms' debt ratios wander, logged book-to-market is a very powerful explanatory variable in our simulated Fama-Macbeth tests. Also, in these simulations, debt-to-equity ratio, firm size, and past returns all show considerable ability to explain current returns. Our simulation results call into some question the usual interpretation of asset pricing anomalies. It is indeed possible that the SLBM could hold while variables other than beta appear priced.

Our empiric studies build on the work of Fama and French (1992) who find that logged book-to-market and firm size subsume the power of other variables for explaining the cross-section of stock returns. We conduct further study of the variables investigated by Fama and French, adding past stock returns as possible explanatory variables.

We investigate in depth the issue of the explanatory power of past returns. We conclude that three specifications of past returns are necessary to explain the cross-section of current expected stock returns: last month's return, last year's return without last month, and the last five years of returns without the last year. These variables are shown to have power in the presence of size and book-to-market.
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