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Abstract

Non-systematic volatilities of small firms are special as predictors of stock returns.

They are positively related with future returns on all age and size portfolios. They

dominate systematic volatility, big-firm volatility and other volatilities. And there

is strong evidence that idiosyncratic risk is priced in small-firm returns. Small-firm

volatility as a predictor of big-firm returns is in part a proxy for systematic volatility

and consumption-wealth ratio. We rule out several hypotheses, including a liquidity

premium, as potential explanations of our results, but not the idea that small-firm

idiosyncratic volatility is correlated with the risk of the total investor portfolio, which

includes non-equity assets.

JEL classification: G10, G12

Keywords: Idiosyncratic Risk, Systematic Risk, Small Firms

∗We thank Jose Miguel Gaspar, Eric Ghysels, Amit Goyal, Mark Ready, and Maria Vassalou for helpful
comments. We have benefited from the comments of participants at the 2004 EFA and PFN meetings.

†Address: University of Wisconsin-Madison, School of Business, Grainger Hall, 975 University Avenue,
Madison, WI 53706. Phone: (608) 265-5281. E-mail: dbrown@bus.wisc.edu.

‡Corresponding author address: Complexo INDEG/ISCTE, Av. Prof. Anibal Bettencourt, 1600-189
Lisboa, Portugal. Phone: +351 21 7958607. Fax: +351 21 7958605. E-mail: miguel.ferreira@iscte.pt.




