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Chapter 7

Firm Size and Return

The Firm Size Phenomenon

One of the most remarkable discoveries of modern finance
is that of a relationship between firm size and return.
The relationship cuts across the entire size spectrum but
is most evident among smaller companies, which have
higher returns on average than larger ones. Many studies
have looked at the effect of firm size on return.' In this
chapter, the returns across the entire range of firm size
are examined.

Size and Liquidity

Capitalization is not necessarily the underlying cause of
the higher returns for smaller companies. While smaller
companies are usually less liquid, with fewer shares traded
on any given day, not all companies of the same size have
the same liquidity. Stocks that are more liquid have higher
valuations for the same cash flows because they have a
lower cost of capital and commensurately lower returns on
average. Stocks that are less liquid have a higher cost of
capital and higher returns on average.”

While it would be very useful to estimate the equity cost
of capital of companies that are not publicly traded, there
is not a direct measure of liquidity for these companies
because there are no public trades. Thus, there is usu-
ally no share turnover, no bid/ask spreads, etc. in which
to measure liquidity. Even though liquidity is not directly
observable, capitalization is; thus the size premium can
serve as a partial measure of the increased cost of capital
of a less liquid stock.

Size premiums presented in this book are measured from
publicly traded companies of various sizes and therefore do
not represent the full cost of capital for non-traded com-
panies. The valuation for a non-publicly traded company
should also reflect a discount for the very fact that it is not
traded. This would be an liquidity discount and could be
applied to the valuation directly, or alternatively reflected
as an liquidity premium in the cost of capital.
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mental liquidity valuation discouiedeRedst of capital
liquidity premium) that is not covered by the size premium.
At the end of this chapter, we show some empirical results
on the impact of liquidity on stock returns.

Construction of the Decile Portfolios

The portfolios used in this chapter are those created by
the Center for Research in Security Prices (CRSP) at the
University of Chicago's Graduate School of Business.
CRSP has refined the methodology of creating size-based
portfolios and has applied this methodology to the entire
universe of NYSE/AMEX/NASDAQ-listed securities going
back to 1926.

The New York Stock Exchange universe excludes closed-
end mutual funds, preferred stocks, real estate investment
trusts, foreign stocks, American Depository Receipts, unit
investment trusts, and Americus Trusts. All companies on
the NYSE are ranked by the combined market capitaliza-
tion of their eligible equity securities. The companies are
then split into 10 equally populated groups, or deciles.
Eligible companies traded on the NYSE, the NYSE Amex
(AMEX), and the Nasdaq National Market (NASDAQ) are
then assigned to the appropriate deciles according to their
capitalization in relation to the NYSE breakpoints. The
portfolios 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
appropriate portfolio when two consecutive month-end
prices are available. If the final NYSE price of a secu-
rity that becomes delisted is a month-end price, then
that month's return is included in the quarterly return of
the security’s portfolio. When a month-end NYSE price is
missing, the month-end value of the security is derived
from merger terms, quotations on regional exchanges, and
other sources. If a month-end value still is not determined,
the last available daily price is used.

In October 2008, NYSE Euronext acquired the American
Stock Exchange (AMEX) and rebranded the index as NYSE
Amex. To ease confusion, we will continue to refer to this
index as AMEX throughout this chapter.
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