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1. Background and aims of project 
 
This project examines a controversial area of financial economics that has provided a lively 
ongoing debate in the literature. The controversy relates to a number of studies that have 
investigated the cross-section of average stock returns on US common stocks and found little 
relationship with the betas of the traditional Capital Asset Pricing Model (CAPM). These studies 
show that variables such as firm size (Banz, 1981), leverage (Bhandari, 1988) and the firm’s book 
value of equity to its market value (Chan, Hamao and Lakonishok, 1991, Fama and French 1993, 
1996, 1998) adequately explain the cross-section of average stock returns. In their 
groundbreaking paper, Fama and French (hereafter FF) (1992) show that the cross-section of 
average equity returns in the US shows little or no relation to the betas of the traditional CAPM. 
FF (1992) report that firm size and book-to-market equity provide a simple and powerful 
explanation of the cross-sectional variation in the average returns on stocks. In their subsequent 
papers, FF (1993, 1996 and 1998) document that an overall market factor, firm size and book to 
market equity help explain the variation in average stock returns better than the CAPM. Miller 
(1999) states that although the single-beta CAPM managed to withstand more than three decades 
of intense scrutiny, the current consensus is that a single risk factor is not sufficient for describing 
the cross-section of expected stock returns. In a similar vein, Cochrane (1999, p. 36) states “We 
once thought that the CAPM provided a good description of why average returns on some stocks, 
portfolios, funds or strategies were higher than others. Now we recognize that the average returns 
of many investment opportunities cannot be explained by the CAPM and multifactor models are 
used in its place”.  
 
Although the multifactor model of FF (1996) is widely regarded as the dominant asset pricing 
model there is some evidence that the size and value premiums have diminished (at least in the 
US) in recent years. In contrast, Australian evidence1 shows that the size and value premiums are 
much larger in Australia than the U.S. Thus, Australia is an ideal market to assess the migration 
hypothesis of FF (2007). First, we follow FF (2007) and ask whether migration of firms across 
various types contributes to the size and value premiums for Australian portfolios. Second, we 
explore the role of momentum as a source of size and value premiums. We investigate the role of 
momentum (Jegadeesh and Titman, 1993) as it is left unexplained by the CAPM and the 
multifactor model (FF, 1996) and also because it challenges the efficiency and rationality of 
financial markets. 
 
2. Significance and Innovation 
 
Capital market theory is concerned with the equilibrium relationship between risk and return on 
assets with uncertain future payoffs. This theory has attracted considerable attention in the recent 
past as critics have questioned the empirical validity of the CAPM.  Mounting evidence suggests 
                                                   
1Halliwell, Heaney and Sawicki (1999), Gaunt (2004), Gharghori, Chan and Faff (2006, 2007), and 
Durand, Juricev and Smith (2007). 



that the beta of the CAPM is lacking in cross-sectional explanatory power. Although the 
multifactor model of FF (1996) is widely regarded as the dominant asset pricing model little has 
been published on understanding the sources behind the size and value premiums. The only 
exception is FF (2007) who report that migration of firms across types contributes to size and 
value premiums for US portfolios. If the FF (2007) story is robust it must hold under a wide 
variety of conditions. We put the migration story of FF (2007) to the test by applying it to 
Australian portfolios. In addition, we innovate by assessing the contribution of momentum as a 
source of size and value premiums.   
 
3.        Description of Approach 
 
Monthly market capitalisation and market returns are obtained from the Australian Graduate 
School of Management (AGSM) database. The accounting data is obtained from Aspect 
Financial. Our sample period is from January 1990 to December 2006. Stocks are assigned to two 
portfolios of size (Small and Big) based on whether their December market equity (ME) is above 
or below the median ME. The same stocks are allocated in an independent sort to three ME/BE 
groups (Value, Neutral and Growth) based on a 30-40-30 split. Following, Gharghori et al. (2006, 
2007), we use market capitalisation in December t-1 to form size groups, and market 
capitalisation in December t-1 and book-equity in the fiscal period t-1 to form the ME/BE groups. 
Six size-ME/BE groups are formed at the intersection of the two size and three ME/BE groups. 
Portfolios are formed in December of year t-1 and rebalanced annually. Note that firms in the six 
portfolios might have changed size and/or ME/BE classification when rebalanced in December t. 
However, this does not imply that firms can migrate to only one of the six intersection portfolios. 
FF (2007) propose four more groups to which a stock may migrate. They are: (1) “Bad Delist” – 
where stocks disappear during period t for substandard reasons, for example not meeting listing 
requirements or bankruptcies, (2) “Good Delist” – where stocks disappear for operational reasons, 
for example merger or listing overseas, (3) “Neg” – where stocks have negative book equity in 
period t, (4) “NA” – where stocks have missing book or market equity in period t. In short, firms 
in each of the six size-ME/BE portfolios can migrate to any of the ten groups. That is, firms 
allocated to one of the six intersection portfolios can remain in that portfolio, move to one of the 
other five portfolios or move to one of the four groups. In essence, the focus of our study is to 
analyse whether migration contributes to the size and value premiums.2  
 
To ease the task in analysing the migration portfolios, we follow FF (2007) in grouping the 60 
migration portfolios (six intersection portfolios with ten possible outcomes) into 24 summarised 
migration portfolios (six intersection portfolios into four groups). The four groups are: (1) 
“Same” – This category groups firms that either stay in the same size-ME/BE portfolio or move 
to “NA”. (2) “Plus” – This category groups firms that improve in type or move to “Good Delist”. 
(3) “Minus” – This category groups firms that either deteriorate in type, or move to “Bad Delist” 
or move to “Neg”. (4) “dSize” – This category groups firms that change size classification (small 
to big or big to small). In summary, our objective is to understand the extent to which migration 
contributes to the size and value premiums in stock returns.  
The analysis of migration focuses on portfolio returns in year t, i.e. the year in which stocks 
migrate. As an extension of FF’s analysis, we aim to investigate the returns3 on the same 
portfolios in year t-1. That is, we wish to examine if stock return momentum is the driver of the 
migration returns. In addition, we propose to classify all stocks in December t-1 into winner, 

                                                   
2 For example, FF (2007) find that stocks that migrate from the small to the big portfolios are the primary 
drivers of the size premium. 
3 Past 6 month and past 12 month returns will be analysed as Gharghori, Lee and Veeraraghavan (2007) 
show that in Australia, momentum is stronger over a 6 month formation period. 



neutral and loser categories based on their past returns and replicate the migration analysis for 
each of these categories. This will provide further insight into whether momentum is driving the 
returns of the migrating firms and thus whether it is responsible for the size and value premiums. 
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