" meters of the return distribution.

; . y . _
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: 1 . | [ ;
just a prm*ﬂ‘ur the size effect; Gwcn its, longevity, it is’ not hkelj.-' that it is "
due to a market inefficiency but it rather evidence of a- pricing mudcl
misspecification. To the extent that ;sts of market efficiency use data of |

firms of different sizes and are based oh the CAFM then‘ rcsuifs rmght be at :

least contaminated by the size effect. L . i
One possible explanation invelving t

is available about a subsct of secutitics, inveéstors will not hold these
securities because of estimation risk, 'Le,.'uncerthinty about the true para-
Il investors, differ in the amount of

information available, they will limit their diversification to different subsets
of all securities in the market.!* It is l1kel:,r that . the amount of information
generated is related to thg size of the firm. Therefore, many investors would
not desire to hold the common stock |of very small firms. 1 have shown
elsewhere [Banz (1978, ch. 2)] that securities sought by only a subset of the
investors have higher risk-adjusted returns than' those considered by all
investors. Thus, lack ‘of information about small firms leads to limited
diversification and therefore to higher reurns for the ‘undesirable’ stocks of
small firms.'® While this informal mndu[ it cnmlstenl with the empirical
results, it is, nevertheless, just conjecture, |

To summarize, the size effect exists but it is not at all clear why it exists,
Until we find an answer, it should be Jnitrprcttd with caution. It might -be
templing to use the size eflect, e.g., as the basis for a theory of mergers —
large firms are abl:.. to pay a premium for the stock of small firms sipce they
will be able to discount the same cash|llows at a smaller discount rate.
Naturally, this might turn out to be' mmp]ctc nonsense ‘il size were to be
shown to be just a proxy.

The preceding discussion suggests that the results o!’ this study leave many

questions unanswered. Further research'should consider the relationship |

between size and other factors such as the Hividend yield effect, and the tests
should be expanded to include DTClsmcké{ as well,

"Klein and Bawa (1977, p. 102), 1

'S A similar resubt can be obtained with the introdbction of fixed holding costs. whlch lead to
limited digersification as well. See Brennan (1975), Bane (1978, ch. 2) and Mayshar (1979).
r . :
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