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Abstract

This paper investigates whether a direct mechanism can be found that demonstrates that the size
and value factors of Fama and French (1993) are indeed ICAPM factors, as some have suggested.
The results endorse this hypothesis: small-size and value portfolios reflect changes in future
investment opportunities. To test the hypothesis, the paper forecasts the equity premium using
disaggregated portfolio returns with a partial least squares (PLS) regression approach. PLS is
chosen as it is particularly suited to condense a large set of portfolios into a single index. The
“index” portfolio obtained from the forecast performs well out-of-sample and hedges against
future market risk, in addition to explaining future market returns in sample. Thus, the index
portfolio may be viewed as an additional risk factor in the form of a Merton (1973) state variable.
The index places larger weights on small-size and -value portfolios. This also provides a possible
explanation for why equal-weighted portfolios typically perform better out-of-sample compared
to factors implied by traditional mean-variance approaches and asset pricing models.
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