
 

 

 
 
 
 
 
 
 
 
 
 

 
 
 
 
 

 
 
 
 

 
     

In a recent article in Pensions & Investments, defined contribution (DC) 
plan participants want employers to play an active role in helping make 
saving for retirement easier, according to the third biannual DC Investor 
Survey from State Street Global Advisors in collaboration with Boston 
Research Group.  This “finding” shouldn’t surprise anyone.  As we’ve said 
before, asking an individual who is not trained in investing to build and 
manage their retirement is no different than asking that same individual to 
fix their cavity upon arrival at the dentist’s office.  Unfortunately, the pain 
associated with poorly handling the retirement responsibility will far 
outlast any discomfort from a botched filling. 
 
So, if it’s guidance that they (you) want, let’s start with the following.  If 
we are to have a domestic equity exposure in our DC account (or defined 
benefit (DB) plan), should we have small capitalization stocks?  Why this 
topic?  We could start with an argument for passive versus active, value 
versus growth, domestic versus international/global, concentrated 
portfolios versus well-diversified, core allocations versus styles, mid cap 
versus either large or small, etc.  However, there is a presumption of a 
risk/return premium associated with small cap based on many years and 
studies that just may not be true. 
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Long-term Asset Class Returns 
 
In a widely-known and studied research paper, Ibbotson and Sinquefield 
(I&S) declared that a 2% premium exists longer-term for U.S. small cap 
company stock performance relative to their U.S. large cap brethren. It is 
further presumed that the return for small cap will be about a 9% real 
return, where large cap would generate a 7% real return after inflation.  Is 
this true?   Perhaps during the 65 years that I&S studied the U.S. markets, 
but since the launch of the Russell Indexes dating to January 1979, one could 
argue that the return premium for small cap has disappeared. 
 
The Russell 2000 (R2000), which Russell Investments updates annually 
(fourth Thursday in June), is a good proxy for the small cap universe, as it is 
the 2000 smallest capitalization stocks in Russell’s universe.  The R2000 has 
generated an annualized return of 11.38% since its inception, dating to 
January 1979.   
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Long-term Asset Class Returns (con’t)	  
 
The 11.4% return is a healthy return, but a bit below the long-term 
expectation of 9% real when factoring inflation into the equation.  On the 
other hand, the Russell 1000 (R1000), a large cap proxy, has a return of 
11.46% over the same 34-year period.  Where’s the 2% return premium for 
small caps, especially given the poorer liquidity, less research coverage 
and greater volatility associated with this class of U.S. equities? 
 
Would you have been better off without small cap stocks during this 
timeframe or were there periods that had small caps significantly 
outperforming, which are masked by the long-term view? 
 
 
Is Timing Everything? 
 
As the following chart highlights, there are significantly long cycles 
favoring small cap versus large cap stocks and vice versa. 
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Chart	  1	  	  
R2000	  vs.	  R1000	  -‐	  5-‐year	  Moving	  Average	  

 “Where’s the 2% 
return premium for 

small caps, especially  
given the poorer 

liquidity, less research 
coverage and greater 
volatility associated 

with this class of U. S. 
equities?” 

“…somewhat 
surprisingly, the 

average 
outperformance of 

R2000 versus R1000 
on a 5-year basis is 

actually -1.2% 
annualized.  Again, we 
ask, where’s th small 
cap alpha premium?” 

The data in the chart above covers 1/31/79 through 12/31/12.  The first 5-
year period is 1/31/84 and there are 347 five-year periods when using 
monthly returns. 
 
The R2000 index achieves its greatest relative outperformance to the R1000 
in the 5-year period ending 3/2004 (10.2% annualized).  However, and 
somewhat surprisingly, the average outperformance of R2000 versus R1000 on 
a 5-year basis is actually -1.2% annualized.  Again, we ask, “where’s the small 
cap alpha premium?” 
 
The worst 5-year period reveals a -14.2% per annum underperformance for 
the 5 years ending 3/1999.  As everyone remembers, this was a great period 
for the large cap stocks in general.  However, fast-forward to March 2004 and 
the R2000 outperformed the R1000 by more than 10% per annum during that 
previous 5 years.  As highlighted by the chart, the market reveals long cycles  
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Is Timing Everything? (con’t) 
 
of out- and under-performance for the R2000 versus the R1000. That said, 
we are currently witnessing the longest stretch of leaderless activity, in 
which the performance is less than +/-3.0% for 58 consecutive monthly 5-
year periods. The previous longest stretch occurred in the early 1990’s at 
26 months.

 
-‐20.00	  

-‐15.00	  

-‐10.00	  

-‐5.00	  

0.00	  

5.00	  

10.00	  

15.00	  

Re
la
,v
e	  
O
ut
pe

rf
or
m
an
ce
	  

Chart	  2	  
R2000	  vs.	  R1000	  

5-‐Year	  Moving	  Average	  Comparison	  
Subsequent	  5-‐year	  Period	  Overlaid	  	  “…we believe that 

these cycles should be 
used to shift the 

domestic small cap 
exposure versus large 
cap relative to policy 
objectives by selling 

high and buying low.” 

 “Small caps do better 
in January and in the 
last two weeks of the 

calendar year following 
the influence of tax-

selling trading.” 

Chart two above highlights the future 5-year excess return (green line) for 
the R2000 versus the R1000 overlaid on the current 5-year result (blue 
lined original chart).  Clearly, extremes beget extremes!  
 
Unfortunately, most individual investors will extrapolate that the previous 
5 years will foreshadow the next 5-years and buy higher. Unfortunately, 
this phenomenon is just human nature.  However, we believe that these 
cycles should be used to shift the domestic small cap exposure versus 
large cap relative to policy objectives by selling high and buying low. 
 
Factors Leading to Cyclicality 
 
Factors influencing small capitalization companies include, but are not 
limited to: 
 

 Valuation: Historic measures of small versus large cap will vary 
over time; 

 Economic growth and profits: Smaller companies are, on average, 
more leveraged and therefore more leveraged to economic growth 
and profits growth; 

 Inflation:  Small companies have higher debt than larger companies 
and therefore benefit, in a relative sense, from the "devaluation" 
of their debt;   

 Currency:  A rising dollar hurts exports, which weighs more heavily 
on large companies; 

 Seasonality: Small caps do better in January and in the last two 
weeks of the calendar year following the influence of tax-selling 
trading; 
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Factors Leading to Cyclicality (con’t) 
 

 New Issues:  These tend to be small companies, which more often 
underperform after the initial offering; 

 Stock Market:  Rising markets benefit higher beta stocks and vice 
versa, favoring the higher beta, small cap companies. 

 
 
Rethinking the Return Premium in Allocation Models 
 
Given the performance for small cap stocks during the prior 34 
years, it may be wise to reduce, or even eliminate, the return 
premium from small capitalization stocks when building equity 
allocations.  That said, small cap stocks do provide excess 
performance opportunities versus large cap at certain times in the 
market cycle. It is important to take profits after these long cycles.  
Whether you are an individual investor handling your defined 
contribution plan or a professional plan sponsor overseeing the 
defined benefit plan, one should create a rebalance policy that 
forces this discipline upon you and your committee. 
 
One decision would be to rebalance to one’s normal policy allocation 
(such as 80/20 large/small mix).  A second approach could be to 
make an active bet on small cap (large cap) after one of these 
lengthy periods of out- or under-performance by overweighting the 
poorer performer relative to one’s policy objective (such as +/- 5% 
relative to policy).  It isn’t easy to sell high, but it is tougher to buy 
low.  Having a policy in place that removes the human emotion from 
this decision can be rewarding from both enhanced returns and 
lower risk. 
 
For our DB clients and friends, when rebalancing, we would 
recommend that you use futures instruments to initiate the 
rebalance, thus reducing transaction costs and timing issues.  
Fortunately, both the R1000 and R2000 futures instruments are very 
liquid. 
 
Final Thoughts 
 
The review of small cap versus large cap was conducted using 
passive indexes.  We would suggest that active management has 
proven to be able to add more value in small cap versus managers in 
large cap, primarily as a result of far less coverage of the small cap 
universe by Wall Street analysts.  Given this finding, one might elect 
to use active management in the small cap space and passive in 
large cap. 
 
 
 
 
 

“Given the 
performance of small 
cap stocks during the 
prior 34 years, it may 
be wise to reduce, or 

even eliminate the 
return premium from 
small capitalization 

stocks when building 
equity allocations.” 

“Having a policy in 
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rewarding from both an 
enhanced returns and 
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Final Thoughts (con’t) 
 
If you choose this approach, consider using performance fees for 
active managers, insulating your fund from paying excess fees during 
protracted periods of underperformance.  For DC participants, you 
may not have the opportunity to select a fund that utilizes 
performance fees.  Be cognizant of the fact that small cap mutual 
funds carry fairly high expense ratios, which will negatively impact 
your long-term return.  Passive may be the best approach for you. 
An alternative benchmark for small cap managers is the S&P 600 (a 
R2000 competitor), which has proven to be a more difficult index for 
active managers to beat given its earnings and quality screens, while 
still possessing a high r-squared (percentage of a fund or 
security's movements that can be explained by movements in a benchmark 
index).  Most of the small cap assets are still managed versus the 
R2000, but you may want to consider using the S&P 600 if your 
manager is agnostic. 
 
Finally, be mindful of a manager’s capacity to take on more assets.  
Nothing kills a strategy’s ability to add value more than taking on 
too many assets.  Unfortunately, most consulting firms place screens 
on managers that they are evaluating by requiring a minimum asset 
level (greater than $300 million) and tenure (5-year track record).  
These “burdens” often curtail the use of excellent small cap 
managers when they are likely at their best, given the relatively 
small asset bases.  We suggest eliminating both tenure and minimum 
asset levels for this space. 
 
Although we could have discussed many of the other topics 
referenced in the opening paragraph, we feel that small cap versus 
large cap is one of the most important decisions.  We will address 
the other topics in subsequent Fireside Chats.  Your input is always 
welcome. 
 
 
 
 
 
 
 
 
 
 

“…consider using 
performance fees for 

active managers, 
insulating your fund 
from paying excess 

fees during protracted 
periods of 

underperformance.” 


