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The role of firm characteristics in explaining stock returns for different industries
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This paper examines whether different firm characteristics drive asset prices in various industries in the US stock market. The study uses the Instrumented Principal Component Analysis (IPCA), which utilizes observable firm characteristics as instruments to estimate latent factor loadings. The IPCA is estimated separately for each industry group, and its performance is analyzed. The paper also determines the importance of firm characteristics in explaining stock returns in each industry group. The data set used in the analysis includes 12,813 firms across 11 industry groups from July 1962 to May 2014 and consists of 36 distinct firm characteristics. The study finds that estimating IPCA by industry groups improves its ability to describe the common variation of returns, confirming the homogeneity of stocks within the same industry. However, it demonstrates varying effectiveness in explaining the differences in average returns. The research highlights the importance of market capitalization and total assets across all industries but also demonstrates that the importance of other firm characteristics varies across different industry groups. Overall, the findings emphasize the role of industry context in asset pricing and contribute to a better understanding of how firm characteristics influence expected returns.



