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1. Complex Disclosure
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2. Changes in Risky Benefits and in Risky Costs: A Question of the Right Order
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Table 1. Effect of Nth-Degree Risk Increases on Risk
Taking and Risk Mitigation (See Propositions 1 and 2)

Order of risk increase Risk taking Risk mitigation

Risky benefit Any Decreases Increases
Risky cost Even Decreases Increases
Odd Increases Decreases
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3. Competition and Agency Problems Within Banks: Evidence from Insider Lending
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4. Survival and the Ergodicity of Corporate Profitability
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mean-reverting stochastic differential equation with a stationary Laplace
density,

two-sample Kolmogorov—-Smirnov test
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5. When Do Associate Analysts Matter?
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6. Optimal Search and Discovery
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7. History Matters: The Impact of Online Customer Reviews Across Product Generation:
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8. Deposit Supply and Bank Transparency
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9. How Do Anti-discrimination Laws Affect Firm Performance and Financial Policies?
Evidence from the Post-World War |1 Period
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10. Fair and Square: A Retention Model of Managerial Compensation
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11. Trust, Incomplete Contracting, and Corporate Innovation
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12. Funding Liquidity and Market Liquidity: The Broker-Dealer Perspective
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13. How Does Online Lending Influence Bankruptcy Filings?
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14. Understanding Alpha Decay
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Recent research argues many anomalies may be spurious or have already been
exploited by investors (e.g., Schwert 2003, Chordia et al. 2014, Linnainmaa and
Roberts 2018, Hou et al. 2020). McLean and Pontiff (2016), in particular, conclude
that false discoveries and alpha decay both contribute to the attenuation of anomaly

returns.
WEFCN %

| propose a different interpretation in which alpha decay explains most of the

attenuation.
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where D is the next period’s dividend, g is the

expected future dividend growth, and r > g is the dis-

count rate for the stock. I decompose this discount
— rate into two parts: F=#+ @, where 1" is the expected
DAy

return implied by the benchmark asset pricing model
and a measures the deviation from it. Assuming
a > 0, the stock trades at a discount, and on average,
realized returns appear abnormally high. Now, con-
sider the gfféctof alpha decay: a small decrease da < 0
leads to a ceteris paribus price increase of

d—P=— o X da whereééL P.

Alpha Alpha
duration decay

My paper complements the literature by showing that alpha decay introduces

another bias and by providing a simple recipe to mitigate the g
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Abstract
| study the importance of alpha decay for the measurement of realized and
conditional expected returns in asset pricing studies.
Alpha decay refers to the reduction in abnormal expected returns (relative to an
asset pricing model) in response to an anomaly becoming widely known among
market participants.
As decreases in alpha are associated (ceteris paribus) with positive realized
returns, the econometrician may misinterpret these repricing returns as evidence
that the anomaly will persist in the future. Because alpha decay is generally a
nonstationary phenomenon, asset pricing tests that impose stationarity may lead
to biased inference.
| illustrate the Importance of alpha decay using the most commonly studied
anomalies in the asset pricing literature and find that the measured alpha differs
from the true alpha by about 1.4% per year. | provide a simple formula to correct
for this bias and show how to incorporate alpha decay tests into the standard asset
pricing toolKit.
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