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Financial
News

Source: Cost of Capital Quarterly '95 Yeatbook by IIJboIson Associates
Note: Public utilities include electric. gas, and saniIatyservices companies.

Table 2: CAPM VS. CAPM w' Size Premium
(By Percentile tor Electric, 1ft,.......,....__}

Industry Composite 11.76% 12.33%
Large Company

Composite 12.05% 12.07%
Small Company

Composite 13.93% 17.95%

Table 1 shows beta and risk premiums over the
past 69 years for each decile of the NYSE. It shows
that a hypothetical risk premium calculated under
the CAPM fails to match the actual risk premium,
shown by actual market returns. The shortfall in the
CAPM return rises as company size decreases, sug
gesting a need to revise the CAPM.

The risk premium component in the actual re
turns (realized equity risk premium) is the return
that compensates investors for taking on risk equal to
the risk of the market as a whole (estimated by the
69-year arithmetic mean return on large company
stocks, 12.2 percent, less the historical riskless rate).
The risk premium in the CAPM returns is beta multi
plied by the realized equity risk premium.

The smaller deciles show returns not fully ex
plainable by the CAPM. The difference in risk premi
ums (realized versus CAPM) grows larger as one
moves from the largest companies in decile 1 to the
smallest in decile 10. The difference is especially pro
nounced for deciles 9 and 10, which contain the
smallest companies.

Implications for Smaller Utilities
These findings carry important ramifications for

relatively small public utilities. Boosting the tradi
tional CAPM return by a full 400 basis points for
small utilities translates into a substantial premium
over larger utilities.

Table 2 shows the results of an analysis of 202
utility companies that calculated cost of equity
figures. Composites (arithmetic means) weighted by
equity capitalization were also calculated for the
largest and smallest 20 companies. The results show
the impact size has on cost of equity.

For the traditional CAPM, the large-company
composite shows a cost of equity of 12.05 percent;
the small company composite, 13.93 percent. How
ever, once the respective small capitalization pre
mium is added in, the spread increases dramatically,
to 12.07 and 17.95 percent, respectively. Clearly, the
smaller the utility (in terms of equity capitalization),
the larger the impact that size exerts on the expected
return of that security....

Michael Annin, CFA, is a senior consultant with Ibbotson
Associates, specializing in business valuation and cost of
capital analysis. He oversees the Cost of Capital Quar
terly, a reference work on using cost of capital for company
valuations.

Based on this analysis, we modify the CAPM
formula to include a small-stock premium. The
modified CAPM formula can be stated as follows:

Rs = [.as x RPj + Rf + SP
where:

SP = small-stock premium.
Because the small-stock premium can be identi

fied by company size, the appropriate premium to
add for any particular company will depend on its
equity capitalization. For instance, a utility with a
market capitalization of $1 billion would require a
small capitalization adjustment of approximately 1.3
percent over the traditional CAPM; at $400 million,
approximately 2.1 percent, and at only $100 million,
approximately 4 percent.

Again, these additions to the traditional CAPM
represent an adjustment over and above any in
crease already provided to these smaller companies
by having higher betas.
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