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pany Size and Return

One of the most remarkable discoveries of medern finance
is the finding of a refationship between company size and
return.’ Historically on average, small companies have
higher returns than those of large ones. Earlier chapters
of this book document this phenomenon for the smatlest
stocks on the New York Stock Exchange, or NYSE. The
relationship between company size and return cuts across
the entirs size spectrum; it is not restricted to the smallest
stocks. This chapter examines returns across the entire
range of company siza.

Construction of the Size Decite Portfolios

The portfolios used in this chapter are those created by
tha Center for Research in Security Prices, or CRSP, at the
University of Chicago’s Boath School of Business. CRSP has
refined the mathodology of creating size-based portfolios
and has applied this methodoiogy tc the entire universe of
NYSE/AMEX/NASDAQ-{isted securities going back to 1926.

The NYSE universe @xcludes closed-end mutual funds, pre-
ferred stocks, real estate investment trusts, foreign stocks,
American Depository Beceipts, unit investment trusts, and
Americus Trusts. All companies on the NYSE are ranked
by the combined market capitalization of all their sligible
equity securities. The companies are then split into 10
squally populated groups or deciles. Eligibie companies
traded on the NYSE, the NYSE MKT LLC (formerly known as
the American Stack Exchange, or AMEX), and the NASDAQ
Stock Market (formerly the NASDAQ National Market) are
then assigned to the appropriate deciles according 10 their
capitalization in relation to the NYSE breakpoinis. The
. pertfolios are rebalanced using closing prices for the last
. trading day of March, June, September, and December.
Securities added during the quarter are assigned to the

approprigte portiolic when two consecutive month-end
prices are availabie. If the final NYSE price of & secu-
rity that becomes delisted is a menth-end price, then that
month's return is included in the quarterly return of the
portfolio. When a menth-end NYSE price is missing, the
month-end value is derived fram merger terms, quotations
on regional exchanges, and other sources. if a month-and
value is not available, the last availabie daily price is used.

In October 2008, NYSE Euronext acquired the American
Stock Exchange and rebranded the index as NYSE Amex.
Later, in May 2012, it was renamed NYSE MKT LLC. For
the sake of continuity, we refer to this index as AMEX, its
historical name.

Base security returns are menthly holding period returns.
All distributions are added to the month-end prices.
Appropriate adjustments are made fo prices to account
for stock splits and dividends. The return on a portfolio for
ane month is calculated as the value weighted average of
the returns for the individual stocks in the portfalio. Annuat
portfalio returns are calculated by compounding the monthly
portfolio returmns.

Aspects of the Company Size Effect

The company size phencmencn is remarkable in several
ways. First, the greater risk of small-cap does not, in the
context of the capital assst pricing modsl, fully account
for their higher retums over the long term. In the CAPM
anly systematic, or beta risk, is rewarded; small-cap stock
retumns have axceeded those implied by their betas.

Second, the calendar annual return differences betwsen
small- and large-cap companies are serially correlated.
This suggests that past annual returns may he of some
valug in predigting future annual refurns. Such serial

" correlation, or autocerrelation, is practicaily unknown in

the market for large-cap stocks and in most other equity
markets but is evident in the size premium series.
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Table 7-8: Size-Decile Portfolics of the NYSE/AMEX/NASDAL Retumns in Excess of Decile 1 (%}

Decile Jan Feb Mar Apr May Jun Jul Aug Sep
2 086 052 004 017 009 D09 0.1 118 0.02

68 80 43 34 45 44 38 47 45
3 118 039 064 003 012 014 -0.13 036 D12

f5 58 42 33 0 38 a4 54 g g
4 138 050 D06 -0.20 009 007 -DA9 0.28 0.03

66 56 43 37 43 13 38 59 45
5 217 062 004  -DAE 0.6 005  -0.14 0.28 002

B6 55 43 38 33 43 44 51 % 3 5
] 23% 046 005 004 030 005 D24 0.47 0.1

56 57 Iy 37 43 4 14 51 L T
7 289  CB1 D05 -0.09 016 023 017 0.21 0.23

67 56 47 37 38 37 39 44 8w I
B 406 0B84 005 034 03 032 001 0.13 1105

86 51 16 34 37 &1 41 M &g 3 &
g 5.21 082 D24 015 G28 030 -0.08 005 005

65 4R 41 34 38 7 38 48 43
10 853 0B4 005 003 057 047 045  -0.19 0.53

81 45 48 35 39 38 41 34 a4

First row; Average excess ratum in percant

Data from 1926-2014. Source: Morningstar and CRSP. Calculated {or Derived) based on data from CRSP US Stock Database and CRSP US Indices Database
©2015 Center for Research in Securlty Prices {CRSP®), The University of Chicago Booth Schoat of Business. Used with permission.

Table 7-8 shows the returns of capitalization deciles 2-10 in
excess of the return on decile 1; the excess returns are seg-
regated into months. For each decile and for each month,
the exhibit shows both the avarage excess return and the
number of times the excess return was positive. These two
statistics measure the seasonality of the excess return in
different ways—the average excass return illustrates the
size of the seasonality effect, while the number of positive
gxcess raturns shows its reliability.

Virtually all of the small-cap effect occurs in January, as
the excess ouicomes for small-company stocks are mostly
negative in the othar months of the year. Excess returng in
January relate to size in a precisely rank-ordered fashion,
and the January effect seems to pervade all size groups.
Yet, simply demonstrating that the size premium is largely
produced by the January effect does not refute the exis-
tence of such a premium.

Second row: Number of times excess return was positive {in 86 years)

Small-Cap Returns Are Unpredictable ,
Because investors cannot predict when small-ca::
will be higher than large-cap retums, it has beer
that they do not expect higher rates of return f
stocks. As was illustrated earlier in this chapter, evg
periods of many years, investors in small stack
always earn retums that are higher than those of in
in iarge stocks. By simple definition, one cannut i
risky companies 10 always outperform less-tisky
nies; otherwise they would not be risky. Over the long-te
however, investors do expect small stocks to outp
large stocks.

The unpredictability of small-cap returns has given
another argument against the existence of a size prami
that markets have changed so that the size premi
longer exists. As evidence, one might observe the as
years ¢f market dats to see that the performance of (ar
cap stocks was basically equal to that of smail-cap sto
In fact, large-cap stocks have outperformed smali;
stocks in five of the last 10 years.
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