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® Longer-term (risky) cash flows have lower risk premia
(Binsbergen, Brandt, and Koijen (2012); Binsbergen and Koijen (2017); Giglio,
Maggiori, and Stroebel (2015); Giglio, Maggiori, Stroebel, and Weber (2018))

® How does cash flow maturity impact stock expected returns?
(Dechow, Sloan, and Soliman (2004); Lettau and Wachter (2007, 2011);
Hansen, Heaton, and Li (2008); Da (2009); Chen (2011); Weber (2018))

® This paper
o Constructs novel measure of equity cash flow duration
o Explores the short duration premium

o Duration subsumes Value and Profitability

o The short duration premium is explained by reinvestment risk
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Variation in E[r] = Reinvestment Risk

= Q FINANCIAL TIMES

HOME WORLD US COMPANIES MARKETS OPINION WORK & CAREERS LIFE & ARTS

Pensions Industry | + Add to myFT

Pensions: Low yields, high stress

In the first article of a series, the Financial Times examines a creeping social and political
crisis

e |CAPM: variation in investment opportunities

o Merton (1973); Campbell (1993, 1996); Ferson and Harvey
(1999); Brennan, Wang, and Xia (2004); Campbell and
Vuolteenaho (2004); Petkova (2006); Campbell, Polk, and
Vuolteenaho (2009); Campbell, Giglio, Polk, and Turley
(2017); Bali and Engle (2010); Cederburg (2019)...
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Defining and Measuring Equity Duration
® Duration is a weighted average of cash flow maturities:
Dury = Z Wi p - h
h=1

where

Wt,h = (Et [CFt+h] . e_h'd’f)/Vt

Shegwep =1
® CF = PO (payout = dividends + repurchases - issuances)

e \/ = ME, which implies:

MEt == Z ]Et [POt+h] . e_h'drt
h=1
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Validating Equity Duration Portfolios

% of ME paid within h years Exposure to Equity Term Structure
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® Shorter duration firms have a larger fraction of firm value associated with
short term cash flows

® Longer duration firms comove more with the equity term structure
(REquity - RDiv)
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Decile|F; 41 Frst45 Tra—st+5

Short | 12.9% 11.8% 11.6%

2 11.7% 11.1% 10.7%
12.2% 11.6% 11.4%
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Decile|F; 41 Frst45 Tra—st+5 ry i+

Short | 12.9% 11.8% 11.6% 10.4%
2 |11.7% 11.1% 10.7% 9.8%
12.2% 11.6% 11.4% 10.7%
11.3% 102% 8.1% 10.6%
10.9% 92% 74%  6.0%
91% 88% 88% 6.6%
70% 73% 7.7% 57%
70% 68% 6.8% 5.6%
9 55% 65% 7.3% 4.8%
Long | 3.7% 4.7% 8.6% 3.2%

0O N O O A~W

L-S |-92% -7.1% -3.0% -7.2%
(ti_s)|(-3.79) (-3.97) (-1.46) (-2.55)




Equity Duration Portfolios

The Short Duration Premium

Decile

— — — —Large
Ft—t4+1 Fe—t45 Fe+a—t45 Ve

F/o acapm Q5w Qg

Short | 12.9% 11.8% 11.6% 10.4%|0.67 55% 0.8% 2.9%
2 |11.7% 11.1% 10.7% 9.8% |0.65 4.7% 16% 3.2%
3 |122% 11.6% 11.4% 10.7%|0.72 55% 22% 3.1%
4 |113% 10.2% 8.1% 10.6%|0.69 4.6% 2.4% 2.9%
5 10.9% 9.2% 7.4% 6.0% |0.65 43% 24% 2.7%
6 |91% 88% 88% 66% |057 27% 0.7% 1.0%
7 | 70% 73% 77% 57% | 043 02% 02% 0.4%
8 | 70% 68% 68% 56% |04l -03% -03% 0.2%
9 |55% 65% 7.3% 4.8% 030 -2.6% -2.6% -1.2%
Long | 3.7% 47%  86% 3.2% |0.18 -5.0% -4.3% -3.8%
LS |-92% -7.1% -3.0% -7.2% |-0.61 -10.5% -5.1% -6.8%
(ti—s)|(-3.79) (-3.97) (-1.46) (-2.55)|[0.00] (-3.94) (-2.91) (-3.08)
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Duration, Value, Profitability, Investment, and Size

Var | [1] [2] (3] (4] (5] | [6]
-9.1% |-10.2% -12.7% -10.6% -10.2%
Dur
(-4.09) | (-4.27) (-4.48) (-4.13) (-4.44)
pe | 51% | 0.7% 12.6%
ME 1 (2.12) | (0.23) (3.29)
1.3% -2.2% 9.6%
Gprof
(0.58) (-0.85) (2.70)
-3.9% -3.0%
Ag
(-2.11) (-1.29)
-4.3% -2.7%
Size
(-1.82) (-1.06)
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Duration, Value, Profitability, Investment, and Size

Var | [1] 2] 8 [4 5] | [6] [7]
Doy | 917 10:2% -12.7% -10.6% -10.2% -13.9%
ur
(-4.00)|(-4.27) (-4.48) (-4.13) (-4.44) (-3.03)
se | 51% | 0.7% 12.6% -1.5%
ME 1 (2.12) | (0.23) (3.29) (-0.28)
1.3% -2.2% 9.6% -2.5%
Gprof
(0.58) (-0.85) (2.70) (-0.52)
-3.9% -3.0%
Ag
(-2.11) (-1.29)
-4.3% -2.7%
Size
(-1.82) (-1.06)




Equity Duration Portfolios

Duration, Value, Profitability, Investment, and Size

Var | [1] | [2] [3] [4] 5] | [6] [7] [8]
Doy | 917 10:2% -12.7% -10.6% -10.2% -13.9% -15.8%
ur
(-4.09)|(-4.27) (-4.48) (-4.13) (-4.44) (-3.03) (-2.62)
se | 51% | 0.7% 12.6% -1.5% -4.1%
ME 1 (2.12) | (0.23) (3.29) (-0.28) (-0.59)
1.3% 2.2% 9.6% -2.5% -2.9%
Gprof
(0.58) (-0.85) (2.70) (-0.52) (-0.50)
-3.9% -3.0% -3.8%
Ag
(-2.11) (-1.29) (-1.03)
4.3% 2.7% -3.0%
Size
(-1.82) (-1.06) (-1.05)
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The ICAPM SDF: Reinvestment Risk is Priced

Investors maximize Et[ﬁ Wil

With no labor income or consumption in the next H years:

Wi H Wi Ry t—t4H

Y

Et[wt—‘rH] wr + Et[rw,t—)t-i-H]

Expected wealth shocks = current wealth shocks (market risk)
+ news about long-term expected returns (reinvestment risk)

The ICAPM SDF:

—my = y-Fur + (y—1)- Et {ZhH;ll rw,t—&—h}

= 'Y'FW,t + )\]Er'INEtrW

where Ag, = (y — 1) - (1 — ¢/ ~1)/(1 - ¢/)
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ICAPM as and s

Decile r QICAPM
Short | 13.5% 0.0%
2 12.1% -0.5%
3 12.9% -1.2%
4 12.2% -1.7%
5 11.6% 2.3%
6 9.9% -0.2%
7 7.2% 0.7%
8 7.2% -0.5%
9 5.6% -1.2%
Long | 4.0% -3.0%
L-S -9.5% -3.0%
(t—s) | (328) | (-1.00)
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Decile r QICAPM B

Short | 13.5% 0.0% 0.67

2 12.1% -0.5% 0.66
12.9% -1.2% 0.72
122% | -1.7% 0.90
11.6% 2.3% 0.85
9.9% -0.2% 0.90
7.2% 0.7% 0.74
7.2% -0.5% 0.83

9 5.6% -1.2% 0.92
Long | 4.0% -3.0% 1.19

0O N O O W
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An ICAPM with Reinvestment Risk

ICAPM as and s

Decile T QICAPM Br BEr

Short | 13.5% 0.0% 0.67 -0.42

2 12.1% -0.5% 0.66 -0.49
12.9% -1.2% 0.72 -0.47
122% | -1.7% 090 -0.92
11.6% 2.3% 0.85 -1.27
9.9% -0.2% 0.90 -1.29
7.2% 0.7% 0.74 -1.27
7.2% -0.5% 0.83 -1.36

9 5.6% -1.2% 0.92 -1.68
Long | 4.0% -3.0% 1.19 -2.27

0O N O O W

LS | -95% | -30% 052 -1.85
(ti—s) | (-3.28) | (-1.00) (4.92) (-8.02)




An ICAPM with Reinvestment Risk

ICAPM as and s

Decile r aicapm  Br Ber Bap Bpoy
Short 13.5% 0.0% 0.67 -0.42 -0.24 -0.18
2 12.1% -0.5% 0.66 -0.49 -0.25 -0.19

3 12.9% -1.2% 0.72 -0.47 -0.26 -0.21

4 12.2% -1.7% 0.90 -0.92 -0.29 -0.30

5 11.6% 2.3% 0.85 -1.27 -0.34 -0.46

6 9.9% -0.2% 0.90 -1.29 -0.37 -0.39

7 7.2% 0.7% 0.74 -1.27 -0.38 -0.33

8 7.2% -0.5% 0.83 -1.36 -0.43 -0.37

9 5.6% -1.2% 0.92 -1.68 -0.44 -0.39
Long 4.0% -3.0% 1.19 -2.27 -0.56 -0.51
L-S -9.5% -3.0% 0.52 -1.85 -0.31 -0.33
(t_s) | (-328) | (-1.00) (492) (:8.02) | (-343) (-2.37)
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Further Results

Further Results

. Time variation in the short duration premium

. Government and Corporate Bond Portfolios

. Comparison Between Dur and Duration from Dechow, Sloan,
and Soliman (2004)

. Short Duration Premium: Alternative Duration Measures

. General Robustness



Conclusion

Outline

Conclusion



Conclusion

Conclusion

® Stocks of firms with short duration cash flows pay a premium
(long-lived and present among the largest firms)



Conclusion

Conclusion

® Stocks of firms with short duration cash flows pay a premium
(long-lived and present among the largest firms)

® Value and profitability premia can be explained by the lower
cash flow duration of value and profitable companies.



Conclusion

Conclusion

® Stocks of firms with short duration cash flows pay a premium
(long-lived and present among the largest firms)

® Value and profitability premia can be explained by the lower
cash flow duration of value and profitable companies.

® The short duration premium is consistent with the ICAPM
(reinvestment risk)



Conclusion

Conclusion

Stocks of firms with short duration cash flows pay a premium
(long-lived and present among the largest firms)

Value and profitability premia can be explained by the lower
cash flow duration of value and profitable companies.

The short duration premium is consistent with the ICAPM
(reinvestment risk)

Future research can further explore implications for:



Conclusion

Conclusion

Stocks of firms with short duration cash flows pay a premium
(long-lived and present among the largest firms)

Value and profitability premia can be explained by the lower
cash flow duration of value and profitable companies.

The short duration premium is consistent with the ICAPM
(reinvestment risk)

Future research can further explore implications for:

o Discount Rate Measurement



Conclusion

Conclusion

Stocks of firms with short duration cash flows pay a premium
(long-lived and present among the largest firms)

Value and profitability premia can be explained by the lower
cash flow duration of value and profitable companies.

The short duration premium is consistent with the ICAPM
(reinvestment risk)

Future research can further explore implications for:

o Discount Rate Measurement

o Construction of Risk factors



Conclusion

Conclusion

Stocks of firms with short duration cash flows pay a premium
(long-lived and present among the largest firms)

Value and profitability premia can be explained by the lower
cash flow duration of value and profitable companies.

The short duration premium is consistent with the ICAPM
(reinvestment risk)

Future research can further explore implications for:

o Discount Rate Measurement
o Construction of Risk factors

o The Equity Term Structure
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Time Variation in the Short Duration Premium

® Dur; = —(0P;/0dr;)/P;:, which is directly related to —fg,

o(Dur) | Fe |Ti0-1| Br

6.9% | -4.8% | 0.49

Low
) -) )
7.9% | -5.6% | 0.52
Moderate
(0.17) | (-0.15) | (0.11)
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Time Variation in the Short Duration Premium

® Dur; = —(0P;/0dr;)/P;:, which is directly related to —fg,
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i
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