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The main empirical results of this research project are as follows. (1) The
higher sales volatility, operating leverage, financial leverage, and earnings yield are, the higher
market beta is. (2) The components forecasting approach, which separately forecasts return on net
operating assets, net borrowing cost, and financial leverage before mathematically combining these
separate out-of-sample forecasts to forecast return on equity, leads to more accurate ROE forecasts.

(3) Firm-level expected returns under the model derived from the approximate present-value
identity, given the clean surplus relation, are much better at explaining the cross-section of
future stock returns than those produced by popular factor models such as CAPM.
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