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ABSTRACT 

The Effect of Long-Term Capital Gains and Dividend Tax Rate 
On The Performance of Market Indexes Based on Market Capitalization 

By: 

Jason Wheaton 

Through recent political history there is a common theme about taxes that is 

presented often: That small businesses are affected differently than larger companies. 

Though in political parlance small business is different than a small cap company, 

studying the effects of taxes on small cap companies can help discern if taxation does 

affect companies differently based on size. The study of the literature provides a 

background of critical elements such as Gross Domestic Product (GDP), interest rates 

and inflation, as well as factors such as fiscal policy and informational uncertainty that 

have an effect on stock prices. Through regression analysis that factors in the 

macroeconomic components mentioned above as well as long-term capital gains and 

dividend tax rates on the pricing of the S&P 500 and Russell 2000, contribute to 

evolution to an improved understanding of how different taxes affect a company' s stock 

performance based on market capitalization. 

The long-term capital gains tax rate impacts smaller cap companies to a greater 

extent than its impact on large cap companies. The dividend tax rate impacts large cap 

companies' stock prices but does not have an impact on small cap stock prices. Since 

small cap companies are more dependent on the flow of investor capital, long-term 

capital gains is a primary determinate in pricing small cap equity. There is some 

V 



significance in the long-term capital gains tax rate for large cap companies as well. 

Conversely, the dividend tax rate only impacts large cap companies but is not significant 

for small cap companies. 
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CHAPTER l 

INTRODUCTION 

Overview of Chapter 

Within this chapter, I outline why it is important to understand how changes in tax 

policy can affect stock returns. I also work to outline why changes in tax policy affect 

large capitalization and small capitalization companies differently. By delineating 

variables that are known to affect stock market prices, I build a case for the study of tax 

policy changes and show that taxes tend to affect stock returns separately depending on 

the size of the underlying firm . 

America' s Perception of Tax Burden 

Within the United States of America, there is a consistent perception among the 

populace that taxes adversely affect profitability and performance of business. There is 

even a belief among many that taxes impact small business to a greater extent than large 

businesses. With higher taxes, small businesses are not able to grow like larger 

companies, which have easier access to the capital markets. If taxes do tend to burden 

small businesses more than larger businesses, there could be a reduction of productivity, 

profitability and GDP growth within the United States. 

Small businesses currently account for roughly 46% of the United States GDP. 

(Kobe, 2012) Since small business accounts for such a large part of the United States 

economy, any policy that would impact this group of businesses more than their larger 

counterparts could be detrimental to the growth of the economy. This perception is 



common rhetoric through American politics, especially among the political right. Even 

in modern day politics John Boehner, Speaker of the House, during an interview with 

ABC News said, "Rai sing taxes on small businesses will kill jobs in America. It is as 

simple as that." (R. Mandelbaum, 201 2) and went on to say, "The foundation of our 

economy - the rock of our economy - has always been small businesses in the private 

sector. I ran one of those small businesses, and r can tell you: rai sing small businesses' 

taxes means they won ' t grow." (R. Mandelbaum, 2012) 
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The idea that taxation of small businesses can stifle growth within the United 

States is not a recent phenomenon and dates back to at least the beginnings of the Russell 

2000, the small-cap index that I look at in this research, in 1979. On May 14, 1983, 

President Ronald Reagan made a radio address where he outlined the importance of small 

businesses to the growth of the American Economy. Reagan spoke about his beliefs on 

the effects of taxation on small businesses during the broadcast and stated, "Small firms 

account for half our jobs; they create some 60% of new jobs; and they' re on the cutting 

edge of innovation . ... These firms will provide most of the new jobs to bring down 

unemployment. Any action that tampers with the third year of the tax cut or the indexing 

provision .. . would harm small business, and send unemployment up, not down." (R. 

Regan, 1983) In his remarks, Reagan displayed a long held belief among many 

Americans that taxes stifle growth and greatly impact small businesses which are the 

primary vehicle for growth within America. 

A higher tax burden would reduce the level of savings and cause less investment 

in small businesses. With much innovation being driven by small businesses, less 



investment by small businesses and small business owners would slow the growth of the 

American economy. As a proxy for small business development in America I use the 

Russell 2000 small-cap index to determine if a change in tax rate over the last 30 years 

has the impact that politicians have been claiming. 

Russell Index 
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Russell is a company with a long history, and began as a small money 

management firm in Tacoma, Washington. (Russell Investments, 2013) Due to the 

increasing need for reasonable benchmarks to evaluate money manager' s performance, 

Russell eventually went into industrial consulting. In 1969 Russell established their 

benchmarking methods and received their first client, J.C. Penny. Developing into a 

premier benchmarking company for institutional clients has allowed Russell to evolve 

into its present organization focus, specializing in producing some of the world ' s premier 

benchmarks for financial market and investment performance. 

Russell Indexes track stock performance in a number of different markets 

including global indexes to benchmark global funds and an index of the 3000 largest 

firms by market capitalization which represents the United States stock market as a 

whole. This research utilizes the Russell 2000 index, which is representative of the 2000 

smallest firms by market capitalization that are represented in the Russell 3000. 

The Russell 2000 is a small-cap index that measures roughly 10% of the market 

capitalization within the United States. (Russell) This specific index is composed of the 

2000 securities with the smallest market capitalization within the United States with finns 

ranging between $2.6 billion to$ IO 1 million in market capitalization and a median market 



capitalization of $460 mill ion. (Russell) While not what many would consider to be a 

small business within the political context, these companies comprise over 75% of the 

equities traded within the American market and can be a strong vehicle for development 

and growth. By analyzing the returns within the Russell 2000 index, I believe that the 

impact will be greater when the size of the company considered is reduced further. 

Macroeconomic Influences 

Though taxation affects profitability and stock performance of small-cap firms, 

there are many macroeconomic factors that also affect the ability of a company to 

perform. Inflation, interest rates and GDP growth are all factors that have an influence 
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on capital allocation, growth potential and real profitability. Since macroeconomic 

factors affect all aspects of the economy and business, those variables must be considered 

when evaluating the performance of stock market returns over time. 

One major macroeconomic variable is the risk-free Interest rate. The ability to 

borrow and the expected return on capital investment have an impact on the behavior of 

all market participants. When interest rates are high, consumers are more likely to want 

to save or lend and higher rates of return are necessary to entice investors into placing 

capital in the risky equities markets. During periods of high interest rates, stock market 

prices adjust to meet the higher rates of return necessary to entice investment. Due to the 

necessity to increase market returns in high interest rate periods, there is an inverse 

relationship between treasury yields and stock market prices. (Nadir & Alraimony, 2012) 

Inflation also has an influence on stock returns. Similar to interest rates, inflation 

increases required return increases. In order to receive similar pre-inflation return, 



investors would discount prices. The negative relationship between inflation and market 

returns is well documented within the United States. As Eugene Fama( 1981) states the 

"[n]egative partial correlations between inflation and real activity are observed 

consistently in monthly, quarterly and annual data for the post-1953 period." Fama 

( 1981) indicates that there has been a consistent trend to produce a significant negative 

correlation between stock market return and expected inflation. 

s 

The final macroeconomic factor addressed by this study is GDP, the market value 

of all final goods that are produced within an economy. Accounting for GDP allows a 

nation to analyze how much the final output within the economy has grown over a period 

of time. GDP growth is generally seen as an indicator of economic health and can 

indicate how well investors would expect companies to perform. Since GDP measures 

final output and is a basis for measuring economic health, the GDP growth rate has an 

underlying relationship with stock prices. 

The growth rate within the economy can be a major determinate in the equity 

premium used by investors to value equity. Cristophe Faugere and Julian Van Erlach 

state that, "In the long run, the size of the premium (as expressed by the difference 

between the average stock return and the three-month Treasury bill) is a function of GDP 

growth and other financial parameters such as marginal income tax rates." (Faugere & 

Van Erlach, 2006) Faugere et al. indicate that in a healthy economy a smaller equity 

premium is needed to induce investment in equities. When the equity premium shrinks, 

we would expect equity prices to rise. The positive correlation between GDP growth and 



expected stock prices would then be intuitive as a booming economy would cause all 

companies to benefit. 

Why are Smaller Cap Companies Different? 

Political dialogue suggests that taxes are a drag on the profits of small businesses 

and the existing body of research on the impact on stock prices tends to indicate a 

negative relationship between the direction of a tax change and the stock price. Jose 

Tavares and Rossen Valkanov state that "an increase in taxes has an immediate negative 

effect on expected stock and bond returns" (Tavares & Valkanov, 2001 ), indicating that 

there is a direct relationship between taxes and expected stock returns. If more of a 
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firm ' s earnings are being spent on taxes, then the earnings per share and cash flow from 

operations would decline causing a reduction in the stock price. Increased taxes could 

also affect the supply of labor by "decreasing the labor supply or asking for higher pretax 

real wages ... leading to declining profits and investment." (Alesina, Ardagna, Perotti & 

Schiantarelli , 2002) With an increase in personal taxes, there would be an inverse 

relationship with profitability because companies would now be required to add to the 

nominal income of the employees in order to maintain workforce productivity. Without 

an increase in salary, employees may be less willing to work as many hours or be as 

productive as they were before the tax increase. The same can be extrapolated for 

corporations. The negative relationship between taxes and stock returns is not surprising, 

as any reduction in the ability of a firm to distribute dividends may cause a decrease in 

the expected stock return and the underlying asset price. 
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Though there are a number of factors that affect the market price of equity, what 

is not apparent is whether the impact of taxation varies based on the size of a corporation. 

Fama and French recognized that variables such as size can be used to proxy for risk. 

(Fama and French, 1992) Since smaller companies have less access to the capital 

markets, a small change in the economy would have a larger impact on smaller 

companies. Considering the prominence of the impact of taxation within the American 

political sphere, there is surprising lack of research within the field on the question of 

whether tax changes overly influence returns within small-cap stocks. Studying the 

impact of taxation relative to the size of a firm would contribute towards understanding 

the effects of taxation on stock returns and business profitability. Through the study of 

the effects of taxation based on company size, I discern whether or not there is an 

adversely large impact on small-cap firms compared to large-cap firms. 

Conclusion 

The study of how tax rates impact stock returns based on firm size will display 

that small cap stocks and large cap stocks behave differently in regards to tax policy. 

First, there will be a discussion of previous research studying the impact of GDP, 

inflation, interest rates, fiscal and monetary policy as well as tax policy in the literature 

review. Chapter 3 outlines the methodology used in this study and Chapter 4 displays the 

results of the data analysis. Lastly, Chapter 5 outlines the conclusions of the impact of 

the long-term capital gains and dividend tax rates on the S&P 500, the Russell 2000 and 

the spread between these two indexes. 



CHAPTER2 

LITERATURE REVIEW 

Overview 

Throughout the Literature Review I establish the basis for research of tax effects 

on stock returns based on the size of the firm. By reviewing previous research into how 

different macroeconomic factors impact stock returns, I develop control variables that 

must be taken into account in order to measure the impact of tax changes on stock 

returns. By examining previous research on such topics as the impact of interest rates, 

GDP growth and inflation on stock returns, I establish a basis for further study and work 

to develop the basis for the study of changing tax rates in particular. Understanding the 

results of previous research and incorporating these findings into my current model is 

integral to establishing whether the impact of taxes on stock returns based on firm size 

may be significant. 
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In order to develop a basis for the size effect on stock returns due to tax changes, I 

begin with the studies that explain the control variables used within this research and 

show why these variables must be accounted for when trying to establish significance of 

the variable of interest on stock returns. Next, I explain informational efficiency and how 

different profitability measures determine the value of stock returns to establish the basis 

of the argument regarding the impact of informational efficiency and new information in 

the incorporation of market returns. Lastly, I expound on the theory surrounding the 

impact of fiscal policy on stock returns, which allows me to begin a more detailed 



examination specifically on the impact of changing dividend and capital ga ins rates on 

stock market returns. 

Macroeconomic Policy 

Interest Rates 

9 

Understanding the effects of interest rates on stock returns is essential to 

understanding the pricing and allocation of capital. In times of rising interest rates, it is 

necessary to receive superior returns on a risky equity compared to a much less ri sky 

debenture. As interest rates begin to rise yields on equity must increase to continually 

entice capital into the equity markets. Yield on equity can increase either through an 

increase in the disbursement to shareholders, such as dividends, or through a decrease in 

the equity's current price. Either of these instances should cause the yield of equity to 

increase and both should be similarly attractive to investors. Studying how interest rates 

affect stock performance is important as interest rates affect lending and investment 

potential. This in turn affects cost of equity and ultimately stock price. 

Within "Relation of Stock Market Return with Interest Rates" (Rehman, Y ousaf, 

Ejaz & Sardar, 2011 ), the authors study the effect of interest rate volatility on stock 

returns within the Pakistani stock exchange. Rehman et al (2011) analyze whether there 

was predictive power within the stock market based on interest rate volatility, working 

with the Karachi interbank lending rate as their variable of interest. This rate is similar in 

scope to the Federal Funds Rate in the United States. Through their regressions, the 

authors came to the conclusion that "conditional market returns have a negatively 
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significant relat1on with the interest rates as in the USA and Korea." (Rehman et al. , 

2011) Throughout their article, the authors work to develop causality between predictive 

capacity of a risk-free rate and stock returns. Their most significant discovery was that 

similar to the United States and Korea, stock market returns are negatively correlated 

with interest rates. 

In a similar vein to Rehman et al. (2011), El-Nader and Alraimony (2012) 

investigate the macroeconomic factors that impact the Amman Stock Market within 

Jordan between I 99 I and 20 I 0. The authors test a number of macroeconomic variables 

to see if there is a predictive relationship between certain variables (namely real money 

supply, real gross domestic product, inflation, real exchange rate and interest rates) and 

stock prices within the Amman Stock Exchange. After regression analysis, El-Nader and 

Alraimoney found an indication of "an inverse relationship between interest rates and 

stock market returns." (2012) The findings within this study are consistent with many of 

their peers, and indicate the existence of a negative relationship between interest rates and 

stock prices. 

Though both of these studies are performed with markets based outside the United 

States as their dependent variables, the findings of similar studies focusing on United 

States stock markets reach similar conclusions. Rehman et al. (2011) even tested their 

hypothesis to determine if interest rates in Pakistan were similarly associated with market 

returns, as previous research from the United States had shown. Their conclusion is that 

there was a similar negative relationship between a risk-free lending rate and stock 

market returns even within markets that reside outside the United States. This 
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relationship does not appear to change whether the market is based in the United States or 

another nation. Though there is no explicit determination of the impact of interest rates 

on United States market returns within these two studies, both studies used the inverse 

relationship between United States Market returns and interest rates as a basis for their 

respective studies. 

Inflation 

Inflation can have a major impact on stock returns within an economy. As the 

rate of inflation increases, the real return received by shareholders declines. This 

reduction in the real return must be compensated through increased levels of return. 

Early on, Irving Fisher studied the relation of inflation to the return of common stocks. 

Fisher notes that the real rate of return on common stocks is the difference between 

expected return and the expected rate of inflation. (As cited in Nelson, 1976, p. 4 71) 

Fisher then goes on to state that the expected real rate of return is "uncorrelated with the 

expected rate of inflation, so that on average investors are compensated for changes in 

purchasing power." (As cited in Nelson, 1976, p. 472) This indicates that Fisher believes 

there is an adjustment among investors when rates of inflation changed, allowing for 

investors to achieve a necessary level of real return to compensate for their risk levels. If 

this hypothesis holds true, there would be an adjustment to market prices of either equity 

or debt based upon inflation. 

Since Fisher' s study, there has been much research to prove that his hypothesis 

outlined above does not hold true in modern economics. Charles Nelson (1976) decided 

to address Fisher' s findings and test whether or not investors demanded returns that are 
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adjusted due to inflation. More specifically, Nelson (1976) wanted to diagnose the 

relationship between stock returns and inflation. Through his research, Nelson (1976) 

finds that there is a negative correlation between market returns and both the anticipated 

and unanticipated rates of inflation, the opposite of the Fisher Effect. Instead of there 

being little to no effect on expected returns, stock market investors would not adjust their 

expectations of nominal return based on inflation. When inflation is high, investors 

would not adequately price nominal return to keep up with the rate of inflation. 

Inversely, in times of low inflation, expectations of market returns would remain high as 

investors continue to expect a given nominal return. Through much of his research, 

Nelson (1976) tests efficiency within the market and finds that the expectation of a 

negative correlation between inflation and market returns is still consistent with the 

Efficient Market Hypothesis. 

Eugene Fama ( 1981) also studies the effects of inflation on common stock 

returns. Fama ( 1981) uses real activity and output as control variables in order to 

determine if inflation maintains a negative relationship with stock returns. Fama (1981) 

fully acknowledges a negative relationship between inflation and stock returns. After 

adding real output to the regressions, he concludes that " [ s ]tock returns are determined by 

forecasts of more relevant real variables, and negative stock return-inflation relations are 

induced by negative relations between inflation and real activity." (Fama, 1981 , p. 563) 

Fama does not reject the existence of a negative relationship between interest rates and 

stock returns, but concludes that this relationship is not meaningful. Fama (1981) goes 

on to indicate that other factors, such as GDP growth rate, have more impact in 



determining the overa ll return on the market. With thi s conclusion, we reali ze that 

inflation must be a factor when accounting for stock returns due to its negative 

relationship with common stock. Inflation is more useful as an indicator that must be 

controlled for when judging the overall effects of variables within equity markets. 
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Through a study of unemployment and inflation data, Esin Cakan (2012) also 

works to determine the relationship between unemployment data and inflation in order to 

perceive if there is an impact on stock market returns and volatility. Through his 

regression of the empirical data, Cakan determines that "inflation-related announcement 

shocks in expansion decreases the mean returns of the S&P 500, while equity markets 

become less risky in good times." (Cakan, 2012, p.390) Through his research, Cakan 

(2012) comes to similar conclusions as Fama ( 1981) and determines that expected 

inflation is built into current stock prices. Cakan (2012) also determines that any sort of 

unexpected announcement would cause a movement in stock returns that negatively 

correlated to movement of the spread between expected and actual inflation. Cakan 

(2012) also seems to indicate that the market as a whole is less sensitive to inflation, 

whether expected or unexpected, when real output is growing. This theory seems to 

support the negative relationship between inflation and market returns, but does not take 

into account real output, which Fama (1981) indicates is the largest factor in market 

returns. 

Though this addresses markets within the United States, the negative relationship 

between inflation and market rates does not seem to be supported in international 

markets. Michael Firth ( 1979) studied stock market returns from the London Business 



School Share Price Databank and the Index of Retail Prices over a 20 year period 

determining that the Fisher Effect seems to hold true in Great Britain. Firth 

acknowledges that this is in sharp contrast to work by many well respected financial 

economists within the United States, but believes that the "American results are an 

' economic enigma· which have yet to be explained. '" (Firth, 1979, p. 748) Ultimately, 

Firth concludes with Fisher, which allows for common stocks to be used as a hedge 

against inflation by compensating investors with the same real return, regardless of 

inflation. 
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ln a recent study within Turkey, there seems to be more of an indication of a 

positive relationship between inflation and stock returns. Kakilli , Ali and Ozturk (2010) 

study stock returns and inflation within Turkey from 1987 through 2008 to analyze 

whether the Fisher Effect was more consistent within the Turkish stock market, or 

whether the negative relationship between stock returns and inflation was more indicative 

of the Turkish Market. Within Turkey, Kakilli et al. find that there is a statistically 

significant relationship between inflation and market returns, and also that the 

relationship is positive. The positive relationship would indicate that the relationship 

within another foreign economy tends to be counterintuitive to the relationship we would 

expect given the research within the United States. 

Titman and Warga ( 1989) perform a study that does tend to suggest the positive 

relationship that is more consistent with research based on non-United States based 

markets. In an article entitled, "Stock Returns as Predictors of Interest Rates and 

Inflation" they study the expected rates of inflation, but use rational expectations for their 
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measure of inflation. Titman and Warga (1989) look at changes in stock prices to denote 

inflation. When stock prices rise, expected inflation is decreasing and vice versa. 

Through this approach, the authors test the Efficient Market Hypothesis by trying to 

determine if the expected inflation is built into the stock prices, or whether a change in 

the inflation rate can affect stock prices. They conclude that there is a positive 

relationship between stock returns and inflation. One caveat to their study is that there 

seems to be a focus over the time period between October 1979 and October 1982. This 

does not seem to indicate that a positive relationship exists over a longer period of time. 

Ultimately, the question that many researchers are trying to answer when 

considering the impact of inflation on stock returns is whether stocks can be used as a 

hedge against inflation over a long period of time. Zvi Bodie (1976) notes that "a 

security is an inflation hedge if and only if its real return is independent of the rate of 

inflation." (Bodie, 1976, p. 460) Through his study, Bodie notes that there are two 

parameters that seem to indicate whether common stocks are a good hedge for inflation: 

the spread between the variance of the real return on stock and the variance of 

unanticipated inflation and the difference between the nominal return on a bond and the 

coefficient of unanticipated inflation are both key factors. (Bodie, 1976, 469) The larger 

the spread in either of the two relationships, the greater the ability for equity to hedge 

against inflation. 

Though there is debate about the directional impact of inflation on stock returns, 

we can discern from the previous research that there is consensus that inflation does have 

an impact on stock returns. Whether the relationship between inflation and market 
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returns is positive or negative, or even whether inflation is significant only in relation to 

other variable, it is necessary to control for inflation when considering macroeconomic 

impacts on stock market returns. 

Gross Domestic Product (GDP) 

Gross Domestic Product (GDP) measures the production within an economy 

through the measurement of all final output. Given this, it is only logical that either a 

growth or decline in GDP would impact stock returns. When GDP is rising, companies 

within the economy become more productive and consumers spend more. Since the GDP 

calculation accounts for every level of value added between the raw material and the final 

product, a positive trend in GDP growth would indicate that firms comprising an 

economy are seeing increased sales and potentially increased profitability. An increase in 

sales and profitability is then carried forward to investors either through stock price 

appreciation or the ability of a firm to increase their dividend. Though much of this may 

seem intuitive, there has been research to establish that there is a relationship between 

GDP and stock returns, as well as the directional relationship between GDP and stock 

returns. 

Fama ( 1981) indicates when studying the impact of inflation and real 

activity/GDP growth that there is a negative relationship between inflation and real 

activity observed throughout the post-1953 time period. (Fama, 1981 , p. 545) With this 

in mind Fama (1981) goes on to indicate that though there is a negative relationship 

between inflation and market returns, this relationship mostly works to proxy the 

relationship between real activity and inflation. Fama (1981) indicates that he believes 
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one of the most important macroeconomic variables that affect stock returns is real 

activity or GDP growth rates. Stated another way, inflation would cause erosion in the 

amount of real activity, and thus cause a decrease in stock returns. Though Fama (1981) 

more closely looks at interest rates, he comes to the realization that "measures of real 

activity should dominate measures of inflation when both are used as explanatory 

variables in real stock return regressions." (Fama, 1981 , p. 563) Ultimately, Fama 

indicates that GDP is one of the more important macroeconomic factors affecting stock 

pnces. 

Much like with inflation, the study of how GDP growth rates can factor into the 

overall expected rate ofreturn on an equity investment has been extensively studied. 

Faugere and Van Erlach (2006) study the effects of GDP growth and how differing 

growth rates affect the expected rate ofreturn of the S&P 500. By looking at the 

arithmetic averages on the perceived equity premium between 1926 and 2001, Faugere 

and Van Erlach (2006) find that the equity premium is "consistent with observed GDP 

growth and other financial parameters such as marginal income tax rates." (Faugere et al , 

2006, p. 562) Ultimately, they seem to express a belief that there is almost no 

relationship between GDP growth rates and the expected stock prices within a given 

market. They state that "using an 8.1 % premium in valuation formulas and capital 

budgeting problems may be appropriate, since the observed level of the long-run equity 

premium is fully consistent with the observed steady-state GDP growth and consistent 

with risk explanations." (Faugere et al , 2006, p. 562) These authors believe that the 

historical arithmetic average is what is commonly used by investors to evaluate stock 



returns within the context of the Capital Asset Pricing Model (CAPM), and thus GDP 

growth rate has little impact on stock prices, as the required return is not affected by the 

GDP growth rate. 
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Others have examined the impact of GDP outside of the United States. Chaudhuri 

and Smiles (2004) measure the relationship between stock returns and real GDP, as well 

as other macroeconomic factors such as real private consumption, real money and the real 

price of oil in Australia. They find that there is a significant relationship between real 

macroeconomic variables and stock market returns, as well as a relationship between 

Australian and non-Australian stock performance. More specifically, they find that 

"following a real GDP shock, real stock price initially decreases. " (Chaudhuri and 

Smiles, 2004, p. 125) While the authors do not try to establish the individual significance 

of all of their independent variables, their results indicate the existence of a positive 

relation between GDP and stock price. Though this study looks at impacts outside of the 

United States Stock Market, Chaudhuri et al. (2004) seems to agree with Fama' s (1981) 

study that not only is there significance to the relationship between GDP and market 

returns, but there is a positive relationship. 

There is less debate about the directional impact of GDP on market prices as most 

financial economists agree that GDP growth rates do factor into market pricing and have 

a positive relationship with market returns. As the economy improves, the expectation is 

that stock prices will rise, and conversely when the economy begins to lag, a reduction in 

stock prices should be expected. GDP becomes a necessary control variable in 

determining how a factor , such as taxation, can affect stock returns. 



Monetary Policv 

Monetary policy refers to policies that are generally undertaken through the 

authority of the central bank in regards to the money supply of a given country. These 

policies include factors such as bank reserve requirements, interest rate controls that 

affect borrowing and interbank lending, and open market operations which entail the 

purchase or sale of government treasuries. In the United States, the Federal Reserve is 

responsible for these activities as well as controlling inflation. In addition to the 

macroeconomic factors outlined above, examining monetary policy and how monetary 

policy affects stock returns is another essential element to understanding the impact of 

economic variables on stock returns. 
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Ehrmann and Fratzscher (2004) research the impact of monetary policy on the 

stock returns of companies represented in the S&P 500. Specifically, they analyze how 

interest rates and access to credit affected stock returns. Though interest rates have been 

discussed more in depth previously, Ehrmann and Fratzscher (2004) took a more 

dynamic approach to examine how monetary policy affected stock returns. The most 

important outcome Ehrmann et al. (2004) find is that "firms that are cyclical and capital­

intensive react frequently two to three times stronger to U.S. monetary policy than non­

cyclical industries." (Ehrmann et al , 2004, p. 734) This conclusion indicates that capital 

intensive firms are more likely to use the credit markets and whose customers are more 

likely to use the credit markets to purchase the product, were impacted at a higher rate 

than firms whose customers and lines of business were more based around consistent 

cash generation. 
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Another study concerning monetary policy's affect on stock markets is a study by 

Shiu-Sheng Chen (2007) investigating the impact of a number of monetary aggregates to 

understand ifthere is significance between changes in monetary policy and how the 

market reacts in bear and bull markets. Chen (2007) uses a number of measures of 

monetary policy, including, "money aggregates (M2), discount rates, federal funds rates 

and VAR-based measures of monetary policy." (Chen, 2007, p. 668) Through studying 

these variables in an event-study, as well as the Markov-switching model , he concludes 

that "monetary shocks are found to play an important role in affecting stock returns." 

(Chen, 2007, p. 685) Moreover, Chen finds that monetary policy seems to affect stock 

returns more during bear markets than during bull markets. Chen (2007) concludes that 

the tightening of monetary policy would either increase the probability of causing a 

switch from a bull market to a bear market, or increase the chances of remaining in a bear 

market. 

There is no consensus among economists and financial theorists as to how 

monetary factors affect stock market returns or the directional impact of changes in the 

risk free interest rate on stock market prices. Monetary policies outside ofrisk-free 

interest rates are even more hotly debated and there seems to be little evidence to provide 

insight into the actual impact of monetary policy on stock prices. Monetary policy 

affects an economy to a great extent as interest rates help to determine the ability of 

actors in the market to borrow and lend. The control of inflation and prices is done at the 

discretion of a board of professional economists who have devoted their lives to the study 

of econometrics and economic impacts on financial markets and who sit on the boards of 
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the central banks of countries. Each of these individuals has spent extensive time 

studying macroeconomics and monetary policy and have their own theories on how 

monetary policy affects an economy. A topic that is much less studied is what happens 

when elected officials, many of whom have very little or no background in finance or 

accounting, become involved in establishing policies that can affect the economy and 

stock returns. 

Fiscal Policy 

In macroeconomic policy discussions, there are two means of transmission that 

government entities use to control productivity, inflation, unemployment, spending and 

many other consumer and producer variables in the economy: Monetary Policy and 

Fiscal Policy. Monetary policy is typically controlled by a central bank and focuses 

mostly on the supply of money, while Fiscal Policy is controlled by the legislative 

branches of the government and focuses on using taxation and government spending to 

attempt to influence consumers (or the economy as a whole) into behaving in a 

predetermined manner. Whether or not fiscal policy affects stock market returns is a 

topic that is studied quite often and forms a basic premise for this study. Can Congress ' s 

actions directly impact the performance of stock markets within the United States? 

Tavares and Valkanov (2001) work to answer these questions regarding the impact of 

both taxation and government expenditure on expected stock market returns. 

In their article, "The Neglected Effect of Fiscal Policy on Stock and Bond 

Returns", Tavares and Valkanov (2001) attempt to answer these questions regarding the 

impact of both taxation and government expenditure on expected stock market returns. 
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They find that "an increase in taxes has an immediate negative effect on expected stock 

and bond returns" and al so that increases in government spending "have a positive but 

statistically insignificant effect on expected stock and bond returns." (Tavares et al , 2001 , 

p.2) In this study, the authors examine not only fiscal policy, but take into account other 

monetary policy factors such as output growth, consumption growth, term spread 

between the ten year and three month treasury bill, Federal Funds rate and inflation rate. 

These monetary policy factors are taken into account to control for macroeconomic 

factors that may influence stock and bond prices. Controlling for these factors allows 

Tavares et al (2001) to primarily focus on taxation and government spending. Even 

accounting for these other factors, Tavares et al(2001) determine that an increase in tax 

rates has a tendency to lower market returns on both bonds and stock at all time horizons. 

Another approach to Fiscal policy is to focus more on the dynamics of taxation 

and government expenditure, as well as to test for causation associated with new taxes 

and government expenditures. Turnovsky (2004) discusses government expenditure as 

two separate forms; consumption and investment government expenditures. More 

specifically, he discusses government expenditure under different modes of tax financing, 

namely lump sum income tax, consumption taxes and taxes on capital. Through his 

research, Turnovsky (2004) discovers that lump sum taxation can reduce the short run 

equilibrium growth rate within an economy, but has no impact on the long-term growth 

rate. Turnovsky (2004) also comes to the conclusion that " [l]ong-run stocks of 

both(private and public capital) increase proportionately under lump-sum taxes, remain 

unchanged under consumption tax-financing, decrease proportionately under wage tax-



financing and lead to a more than proportional decline in price capital under capital tax 

financing. " (Turnovsky, 2004, p. 906) Shown through a number of different tax 
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scenarios, there is a potential negative impact through the increase in tax rates on market 

returns. If we would expect a short-term slowing of the growth rate, as well as decreases 

in the public and private capital in the short-term through taxation, we would expect 

prices of market instruments to drop so that the yields are increased to appeal to a more 

limited demand. Though Turnovsky (2004) does present a negative picture of taxation, 

he also paints the picture that as long as government expenditure is more focused on 

investment vehicles, there could be an increase in real productivity over the long-term. (p. 

907) 

Similar to Turnovsky (2004), Alesina, Ardagna, Perotti and Schiantarelli (2002) 

research the effects of fiscal policy changes on profitability and investment. However, 

the focus within this study is more about the effects of government expenditure on private 

investment, wage levels and profitability. They find that the, "strongest effects arise from 

changes in primary government spending, especially in the government wage bill." 

(Alesina et al, 2002, p. 586) Through a change in government wages, the government 

can actually influence a change in the wage structure within the private market. Wage 

increases in the government sector would cause upward pressure on private wages and 

potentially cause workers within the private sector to demand higher pre-tax wages. If 

pressures are not addressed, this could potentially reduce the labor supply to compensate 

for the lower real wages the workers would receive. (Alesina et al , 2002, p.586) Due to 

this relationship, Alesina et al (2002) conclude that when the government reduces 
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spending, consumers and producers would assume lower future tax rates. Lower tax rates 

would incline companies and consumers to invest and higher growth during periods of 

fiscal contraction would be observed. (p. 586) 

Whether or not fiscal policy has an effect on either a growing or shrinking 

economy is a concern addressed by Perotti, one of the aforementioned authors. Prior to 

writing with Alesina et al (2002), Perotti was interested in testing whether the effects of 

fiscal policy shifts varied depending on a governments Debt/GDP ratio. Perotti (1999) 

studies the impact of shifts in fiscal policy in 19 separate OECD countries. Looking at 

both government expenditure and taxation, Perotti (1999) examines this relationship to 

study the impact on consumer consumption and accumulation of wealth. Ultimately, 

Perotti (1999) determined that "when the debt/GDP ratio hits a certain level , a large and 

very disruptive upward jump in taxation will occur, thereby reducing the wealth of 

currently alive individuals. A consolidation that occurs before (this level) eliminates the 

need for this large tax increase, and therefore has positive wealth effects." (Perotti, 1999, 

p. 1430) This finding underscores the need for governments to maintain a debt/GDP 

ratio under a particular level, otherwise consumer' s anticipation of future taxation would 

begin to cause a reduction in consumer consumption and even a future reduction in 

government consumption. If a government understands that high debt to GDP has a 

negative wealth effect and works to control government debt, there can be positive wealth 

effects in both the long and short-terms. 

Fiscal policy can cause shocks to consumption through taxation or government 

spending. In turn, changes in consumption affect key determinants in the pricing of 
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stock. Cash flow and profitability are both important variables when pricing equity. 

When expectations about potential profitability or cash flow change the pricing of stock 

would shift in accordance with these expectations. When investors expect net revenue to 

decline due to tax increases, stock prices should decline in concert with expectations. 

When investors perceive that a change in tax policy will either increase or decrease 

consumer spending, there would be an expectation that stock market prices would shift 

accordingly. Even shifts in government consumption might affect certain sectors of the 

economy, with sectors that rely more heavily on government allocation likely to react 

stronger than those sectors that do not rely on government expenditure. Ultimately, shifts 

in fiscal policy can affect the performance of a company in the short and intermediate 

terms, as well as potentially affect the ability of a firm to work towards accumulating 

wealth in the long-term. 

Informational Uncertainty in Earnings and Profitability 

Other than macroeconomic factors , there are a number of other factors that can 

affect stock returns and profitability of publicly traded companies, some of which are 

harder to quantify. Markets are based on the assumption that information is taken into 

account quickly, and rationalized within stock prices in a short period of time, or even 

immediately. Understanding market efficiency theory is important in understanding 

financial theory, as almost all models would be rendered moot if we did not expect 

markets to capitalize on information quickly and efficiently. How do markets react when 

information is more uncertain, or when there are differences of opinions based on the 
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given facts , or even how the opinions are disseminated? One such study that analyses the 

impact of informational unce1iainty on market returns is performed by Frank Zhang 

(2006). 

Zhang (2006) analyzes the impact of informational uncertainty on stock prices by 

analyzing whether a number of factors ; such as firm size, firm age, analyst coverage, 

dispersion in analyst earnings forecast, stock volatility and cash flow volatility, to proxy 

for informational uncertainty. Zhang (2006) uses this infonnation to help determine how 

stocks with high or low informational uncertainty react to both positive and negative 

informational shocks. After review, Zhang (2006) concludes that " [i]nitial market 

reaction to new public information is incomplete, which implies that bad news predicts 

relatively lower future returns and good news predicts relatively higher future returns." 

(Zhang, 2006, p. 135) He then goes on to state that the level of informational uncertainty 

is important in the reaction of equities. The more uncertainty in a stock ' s reporting 

measures, the larger the future expected returns for positive shocks and lower future 

expected returns for negative shocks. This could prove especially important in the 

valuation of small-cap stocks, as informational uncertainty among smaller firms is much 

higher. With fewer analysts and investors tracking the moves of small-cap companies, 

there is more uncertainty in how information will affect returns for those stocks. This 

seems to provide another factor to consider in the valuation of small-cap firms and 

contributes towards the overall volatility of returns within smaller, less analyzed 

organizations. 
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One of the key variables in Zhang ' s (2006) interpretation of informational 

uncertainty is variations in analyst expectations. He argues that publicly traded firms , 

which are followed more widely by analysts, provide more certainty when analysts ' 

expectations vary widely. Wide variations in expectations seem to imply less certainty in 

the response to the economic environment or the prospects of the finn in the upcoming 

year. Diethner, Malloy and Scherbina (2002) address the variance between analyst 

valuations of future earnings to examine whether the difference in analyst's opinions is 

predictive of the future returns of a given stock. Ultimately, Diethner et al (2002) 

determine that "stocks with higher dispersion in analysts ' earnings forecasts earn 

significantly lower future returns than otherwise similar stocks." (Diethner et al , 2002, p. 

2139) Again, a firm that may be not followed by many analysts, or where informational 

uncertainty may be more likely to cause dispersion in analysts ' perceptions, tends to 

cause overreaction by many investors within the market. The authors seem to indicate 

that due to this wide opinion about future firm earnings, the market price would reflect 

this large difference in analyst's expectations through a reduced share price. Though this 

does not necessarily indicate risk, there is some expectation of volatility within a stock 

with a wide variation in analyst ' s expectations that must be compensated through 

increased return. 

Predictions of future profitability are a key driver in the determination of stock 

prices. Analysts and investors work to predict future cash flow and profitability in order 

to determine the value of equity in today's market. Pastor and Veronesi (2003) analyze 

the market-to-book ratios to see if there is a correlation between profitability and stock 
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returns. What they found was that market-to-book ''is shown to increase with expected 

profitability and decrease with expected stock return .. .. increases with uncertainty about 

the average grov.rth rate of book equity ... [ and] also increases with uncertainty about 

average profitability." (Pastor et al , 2003 , p. 1750) As previously discussed, 

inforn1ational uncertainty (or even perceived volatility within a company's earnings) will 

reflect a certain element of volatility in returns. When there are expectations of high 

profitability or uncertainty about profitability, Pastor et al (2003) indicates that the 

market value of the firm compared to the book value increases, especially among firms 

that have not been publicly traded for long periods of time. As a firm becomes better 

known, Pastor and Veronesi (2003) show that the market-to-book ratio begins to decrease 

as expectations from investors dwindle, and the firm 's earnings become more predictable. 

The ability to accurately predict any risk is important to the pricing of an asset. 

The inability to accurately determine the profitability or cash flow of an organization 

becomes a factor in determining the price of a share of stock. As shown above, when 

analysts vary greatly in their opinions of cash flow and profitability, there is perceived to 

be more risk inherent in the company. This is reflected in lower stock prices and higher 

volatility to compensate investors for taking on more uncertainty. Understanding 

informational efficiency is especially important in studying small-cap firms as they are 

especially prone to uncertainty. Fewer analysts follow these firms, which face more 

exposure to economic and industry variables, resulting in more uncertainty in regards to 

the future direction of these firms. Due to the variables mentioned above, there is often a 



premium associated in the di scount rate of small-cap stocks that is not used to adjust 

prices of more widely traded and analyzed firms . 

Small Capitalization Stock Returns 
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Small-cap stocks comprise a large share of the companies that operate within the 

United States Stock Market, but make up less than 20% of the market capitalization of 

equity on the New York Stock Exchange (NYSE). Though small-cap companies 

represent less than 115th of the NYSE's market capitalization, small-cap companies are 

still considered drivers of growth and employment in the economy as a whole. There is 

much uncertainty about small-cap stocks and much of this uncertainty is due to their 

greater exposure to economic and industry dynamics than faced by their S&P 

counterparts. Small-cap companies tend to be less diversified, subjecting them to extreme 

shifts in profitability if the industry they operate in is adversely impacted. Economic 

shifts could cause a smaller company to have less access to capital or to the debt markets, 

which may make it harder to fund operations during an economic downturn. 

Understanding some of the basics of small-cap dynamics is important to understanding 

the impact of any shock to profitability, especially in comparison to large-cap firms. 

Fama and French (1992) address the potential of excess returns due to the size of 

the market capitalization of a company. By analyzing such variables as size, earnings to 

price, book-to-market equity and leverage, they recognize that, "size and book-to-market 

equity capture the cross-sectional variation in average stock returns." (Fama & French, 

1992, p. 450) Ultimately, what Fama and French ( 1992) were looking to discover was 
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whether or not beta offered a simi Jar risk-return measure based on the size of the firm. 

They al so looked at other market factors such as market-to-book and earnings-to-price to 

see if these size based measures of a firm were similar to the return that should be offered 

in relation to a firm ' s beta. What they conclude is that firms that were smaller tended to 

offer hi gher returns than their betas should indicate and larger firms would offer lower 

returns than should be received with a similar beta. They also indicate that this 

relationship may hold true due to the investors in smaller-cap companies taking into 

account underlying risk factors, while investors in large-cap companies may be less likely 

to take into account these same risk factors. Ultimately, Fama and French (1992) 

conclude that even though there is an anomaly with the return justified by beta, there is 

rationality to stock pricing scenarios that account for these differences in returns between 

smaller and larger companies due to other unaccounted for measures. 

Moscarini and Postel-Vinay (2010) also experiment with small-cap returns 

compared to larger stock portfolios, a similar objective to Fama and French' s (1992) 

study of the causes of differences in stock returns between smaller and larger firms. 

Unlike Fama and French (1992), Moscarini et al (2010) uses the unemployment rate as a 

key factor in determining returns, or at least the probability of excess return in stock 

price. After they outline the employment cycle and behavior associated with different 

aspects of the economic cycle, Moscarini and Postel-Vinay (2010) postulate that small 

cap firms benefit from higher unemployment due to the increased talent pool from which 

they have to draw. In times of lower unemployment, small firms do not offer the wages 

comparable to larger firms, which allows for larger firms to poach talent from smaller 
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