
Our Investment Policy Research articles provide an in-depth look at due diligence that 
has been completed by the BAM Advisor Services investment policy committee (IPC). We 
hope you find these articles to be educational and that they offer insight into the policies 
formed by our IPC.

I recently received a question from an advisor as to whether the sector a stock belongs to 
is an important determinant of long-run returns. As I will show here, the answer appears 
to be no. While there are certain sectors that have had higher returns than others over 
the long run, these findings are completely explained by the size and value effects. The 
size effect says that sectors that tend to be populated by companies with smaller market 
capitalizations should earn higher long-run returns, while sectors that are populated by 
companies with larger market capitalizations should earn lower long-run returns. The 
value effect says that sectors that tend to be populated by companies with low price/
earnings ratios should earn higher long-run returns than sectors that are populated by 
companies with high price/earnings ratios. After controlling for these two well-known 
academic findings, the sector a stock belongs to appears to be meaningless.
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LONG-RUN SECTOR RETURNS IN THE U.S. MARKET

I downloaded monthly returns data1 for 12 different sectors 
for the period covering July 1926–July 2017. Figure 1 shows 
the compound annualized returns by sector, sorted by lowest 
to highest return.

Figure 1: Compound Annualized Returns by Sector

SIZE, VALUE AND SECTOR RETURNS 

Professors Eugene Fama and Ken French are well known 
within the investment consulting community for their 
rigorous academic findings that small company stocks and 
value stocks have had higher long-run returns than large-cap 
stocks and growth stocks. Over the period of July 1926–July 
2017, the compound annualized returns of the size and value 
premia were 1.9 and 4.0 percent per year, respectively. A size 
premium of almost 2 percent indicates that small company 
stocks have generated returns that were on average almost  
2 percent higher than large company stocks. A value 
premium of 4 percent per year indicates that value stocks 
have had returns that were on average 4 percent higher than  
growth stocks.

Another key finding associated with Fama and French’s 
research is that the size and valuation associated with a 
particular stock subsumes the sector effect. In layman’s terms, 
this means that once you know the market capitalization and 
price/earnings ratio of a stock then its sector is irrelevant. 
While the statistics underlying the results that follow in Table 
1 are relatively complex, the table reports whether a particular 
sector has had statistically significant positive returns after 

controlling for size and value exposure. This analysis covers 
the past 30 years ending July 2017 to focus on a relatively 
recent period of history since many of these sectors have 
undergone significant changes over the full period of history.

Table 1: Statistical Significance of Sector Returns

Chemicals No

Durables No

Energy No

Financials No

Health Care No

Industrials No

Manufacturing No

Non-Durables No

Other Yes

Retail No

Telecommunications No

Utilities No

Of the 12 sectors included in the data set, only one had 
statistically significant returns after controlling for size and 
value characteristics — the catch-all “Other” sector. Further, 
excess returns after controlling for size and valuation were 
negative, indicating the stocks included in the “Other” sector 
achieved lower returns than expected. What can we say 
about the other 11 sectors? The analysis says that the key 
determinants of long-run returns are not determined by the 
sector a stock belongs to but by the market capitalization 
of the stock and its valuation. For sectors, this means that 
the wise decision is to diversify across all sectors and not 
concentrate in only a handful of sectors. That risk tends not 
to be rewarded.
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1 Kenneth French Data Library, Dartmouth College:  
http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html




