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The initial aim of this study was to investigate whether or not the size effect is present in the LSE for the period 1985-1995, and to explain the possible causes of it. The results show that, after applying a standard procedure of allocating firms into size portfolios and rebalancing them annually, the size effect has persisted in the London Stock Exchange over this period. The gross returns of the size portfolios exhibit diminishing returns as size increases. This relationship is discernible for each year of the period 1985-1995 except for 1989 and 1990. It becomes much more apparent when calculated for the overall period.





The market risk (beta) also has a distinct pattern across size portfolios. Small size firms, in general, have high betas; large firms, in contrast, have low betas. The size effect exists even after portfolios' returns are adjusted for market risk (beta), and it is negative. Beta is less significant than size in explaining the cross-sectional differences in portfolio returns, formed on size. This is true even when the whole sample is split into high and low beta sub-samples.





There appear to be some seasonal patterns to size portfolio returns. January is a strong month for large firms, but a weak one for small firms. Small firms perform well in March, April, June, July and October. The concentration of small size returns around March and April possibly related to the tax-year end. The seasonal factors cannot justify the size effects, however, as they appear in different months throughout the year. Nonetheless, there is a mirror image seasonal pattern between the returns of large and small firms – when small firms do well, large firms do badly, and vice versa. These patterns are confirmed by the transition probability matrices (Chapter 6) and the cross-autocorrelation patterns in Chapter 7.





The Markov Chain methodology applied here shows that different size firms' returns follow different patterns. Small size firms are prone to bubbles and positive autocorrelation stretching two lags at a minimum. In addition, the test of the Random Walk hypothesis fails to accept randomness of the smallest market capitalisation portfolios.





Bearing in mind that the portfolio returns series are composed of multiple firms, any such dependence as that stated above is evidence of company size dependent factors affecting share prices.





A test of stationarity shows that return series are stationary, implying a stable process during the period 1985-1995.





Tests using the residuals of the Market Model find neither bubbles nor deviation from the Random Walk across all size portfolios. This indicates a proper alteration and adjustment in the Market Model, estimated in Chapter 4. Individual size portfolios' allowances for infrequent trading and autocorrelation error obviously play an important role in achieving the Market Model’s good fit.





The fact that the Market Model residual series are random and do not exhibit bubbles should not be taken as an indication that the actual series are white noise. Portfolios' residual series are produced by the relation of portfolios' returns to the market return, and the direction and magnitude of their deviation has nothing to do with the portfolios' gross return deviations. In the Market Model, for instance, a positive residual may be associated with a portfolio's relative outperformance of the market, although the portfolio's absolute gross return may be negative for a particular period. This asks the question of whether the deviations from the average or moving average respectively, or the Market Model residuals should be used for a case study of the "news" impact on market prices. In my opinion the series used for "news" impact on market prices ought to be firms' own, rather that Market Model residuals.





The main question which has to be answered, though, is ‘Can an investment strategy based on size beat the market?’ The answer, derived from the sample data used in this study, is ‘no’. The average return, in excess of the market risk (beta), for the smallest size portfolio is 0.0129 per month, for the period 1985-1995 (Table 4.8). This is the highest excess return amongst portfolios 1, 2 and 3. However, it appears that the gross average return of portfolio 1 reduces from 0.031 to 0.019 net return, allowing for 0.012 average transaction costs after taking into account the number of rebalancing transactions and the Bid-Ask spread per transaction.





The size effect in gross returns, as well as excess of market risk returns before transaction costs, is not subsumed by the book-to-market ratio, nor is a result of dividend differences across size portfolios. Some borrowing ratio effects, though, cannot be ruled out when paired with interest rate movements. Where does the excess return before transaction costs of small firms come from? Are they more efficient in their economic activities?





A comparison between EBIT (Earnings before interest and taxes) and stock market profits is not carried out. An analysis of the composition of portfolio 1 and 10, however, shows that the applied strategy captures previous losers in portfolio 1 and previous winners in portfolio 10, respectively. During the period of their stay in portfolio 1, previous losers regain their value at a high rate, which boosts returns of portfolio 1. The opposite process takes place in the largest portfolio 10.





Even if transaction costs are ignored, that does not make investments in a small size portfolio as attractive as it may look in the first place. We show that the high returns of the smallest portfolio 1 are due to a few outliers, consisting of less than 10 percent of portfolio 1, and less than 1 percent of the total sample. When these outliers are ignored, portfolio 1’s gross return drops by a third.


 


The following characteristics of the behavioural differences between small and large size firm returns can be summarised, based on their relationship with the economy-wide factors Term Spread (TERM) and Default Spread (DEF).





1. Large size firm returns are not predictable from their previous values. The opposite is true for small and partly so for medium size firms, portfolios 1 to 5.





2. The TERM spread is significant in explaining the return of the smallest size portfolio 1 with lags 1 and 2, and insignificant at any lag for portfolios 6 to 10. On the other hand, portfolio 10 return with lag 1 and 2 has a significant relationship to the current TERM, whereas this relationship is flat for small and medium size firm returns.





3. DEF at lag 3 is significant for all 10 size portfolio returns. On the other hand, TERM and size portfolio returns do not explain DEF.





Thus, as has been displayed in Figure 7.1, the signal transmission mechanism evolves from DEF to large firms, TERM and small firms, then from large firms to TERM and finally from TERM to small firms. TERM appears to be incorporated in large firm prices more than three months before changes occur. Small firms, on the other hand, seem to have a delayed reaction to the changes in the term spread. One possible explanation may be rooted in the fact that both the small and large firm extremes of the size range exhibit high gearing. Owing to easy access to the lending market and lower costs of borrowing, the large firm may not be hit so hard by the term spread increase, a fact which causes concern among investors in small size companies.





The bottom line is that macroeconomic factors do affect stock prices. There is a pattern across size portfolios exhibiting changing sensitivity to the variations in macroeconomic variables. Previous returns of large firms are more indicative of the future values of the term spread, hence the expected inflation.





In summary, the excess returns of the small firm portfolios seem to be due to an investment strategy which captures overreaction patterns, rather than a superior profitability. It appears, however, that the small firms’ excess return exists more than a year after the portfolio formation. The second year may be equally, if not more, profitable. It appears that some of the firms included in the smallest portfolio earn low, even negligible, returns during the first year. Roughly 60 percent of the firms in portfolio 1 have returns lower than the portfolio mean return, which implies that they improve their performance in the following years. Therefore, fund managers dealing in small size firms may improve their performance by rebalancing less frequently, that is to say, biannually instead of annually.





It is interesting to postulate why small firms have more volatile market value compared to large firms. A couple of hypotheses can be suggested as a basis for further research. The first refers to firm structure. Large firms, because of their size, can diversify into various activities. By doing so, they are less exposed to downturns in a particular industry and their returns are more stable than the returns of small firms. On the other hand, the returns of small firms are not contaminated by diversification.





The second hypothesis relates ownership structure to volatility. Demsetz and Lehn (1985) propose a number of potential determinants of ownership concentration. One is the value-maximising size of the firm: the larger the firm, the greater the cost of obtaining a given fraction of ownership.





A study of the relationship between firm size and ownership concentration was intended as a part of the thesis, but later abandoned, due to the availability of data only for the most recent year of the sample period, i.e., 1995. Even considering that one year, however, the ownership concentrations for portfolio 1 and 10 are quite indicative. The average holdings in excess of 3 percent of the market value of a firm are 52 percent for portfolio 1 and 12 percent for portfolio 10. It is possible that the higher concentration of the ownership of small firms causes the unevenness of the trading volume of portfolio 1. (See Section 5.9).





Further research in these particular areas would help in designing a policy promoting more regular trading in small firms, reducing the overreaction, eventually narrowing the Bid-Ask spread, and finally eradicating the size effect even for those investors who do not bear heavy transaction costs.
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