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It’s Nice to Know 

In 1992, Professors Eugene F. Fama and Kenneth R. French published their paper, “Cross-section of Expected Stock Returns.”1 Prior to the paper’s publication, it was the accepted wisdom in the academic community that beta (a measure of volatility) provided the best explanation for stock returns. In their groundbreaking work, Fama/French demonstrated that the vast majority of a portfolio’s returns were actually explained by what they called size and value risk factors. Relying on data covering the period beginning in 1964, Fama/French demonstrated that both small-cap and value stocks outperformed large-cap and growth stocks. 

Despite the logic of the professors’ argument (riskier stocks should provide higher expected returns as compensation for their risk), and the roughly 30 years of data, the paper was criticized for relying on a very specific period, one in which small-cap and value stocks just happened to have outperformed. In other words, critics proposed that the results might have been random, or worse yet, the result of “data mining,” (i.e., analyzing specific data that would be more likely to support the theory being proposed). 

Fama/French and colleague James L. Davis addressed this concern in 2000 in a study that included the “out-of-sample” pre-1964 period, as well as the period following the initial publication of their paper.2 Fama/French broke the data down into three periods: July 1963 – June 1997, July 1929 – June 1963 and the entire period July 1929 – June 1997. Thus the updated data covered a 68-year period, and also included many economic cycles as well as a global depression. The added disclosure certainly helped to address the data-mining concern, and still the results were striking in their similarity to the original data. The annual small-cap premium (the returns of small-cap stocks minus the returns of large-cap stocks) for the three periods was 2.52 percent, 2.28 percent, and 2.40 percent, respectively. The value premium (the returns of value stocks minus the returns of growth stocks) was 5.16 percent, 6.00 percent, and 5.52 percent, respectively. 

If the size and value effects are real, they should also be observable in international markets. A recent study, “Value versus Growth in the UK Stock Market, 1955 to 2000,” provides us with further out-of-sample support for the theory that size and value are risk factors.3 This study not only covers a 46-year time frame but is free of “survivorship bias” (a bias in which the typically poor returns from funds that were merged into other funds or closed completely are made to “disappear” from the data results).  

The study’s authors used slightly different decile breaks than did Fama/French to define small-cap and value stocks. Fama/French used Center for Research in Security Prices (CRSP) deciles 1–5 for large-cap stocks and CRSP deciles 6–10 for small-caps. Ranking by book-to-market (BTM) for value and growth stocks, they used deciles 1–3 for growth stocks and deciles 8–10 for value. To ensure statistical significance, the UK Stock Market study used the 70th percentile as a breakpoint for small-cap stocks and the 40th and 60th percentiles to determine value and growth. These slightly different breakpoints were chosen so that there would be a sufficient number of stocks in each “bucket” to ensure statistical significance. 

The results of the UK stock market study can be summarized as follows:

As in the U.S. their existed both a size and value premium.

· As in the Fama/French US study, the value premium was much larger — larger even than the small-cap premium.

· The value premium was statistically significant even at the 99 percent level.

· The small-cap premium was 0.141 percent per month, and the value premium was 0.440 percent per month. 

All of the data in the UK stock market study was consistent with the results found in the US. It certainly provides comfort when the logic of an argument is backed up by numerous sources of data looking at numerous time periods. 
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