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Conventional wisdom

ÅConventional wisdom prescribes a permanent fixed allocation to small cap

ÅThis conclusion is based on the following assumptions about the small cap risk premium
ÅSufficient size
ÅSufficient consistency
ÅSome diversification benefit

ÅConvention wisdom is wrong

ÅIt lacks even the slightest degree of consistency, and instead is painfully episodic
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Sufficient size
YES
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¢ƘŜ ƻǊƛƎƛƴǎ ƻŦ ŎƻƴǾŜƴǘƛƻƴŀƭ ǿƛǎŘƻƳΩǎ ƳƛǎǘŀƪŜƴ ōŜƭƛŜŦǎ

1926.5 1932.8 1939.1 1945.3 1951.6 1957.9 1964.2 1970.5 1976.8 1983.0 1989.3 1995.6 2001.9 2008.2 2014.5 2020.7

Small cap

$1 grows to $24,267 over 94.22 years

11.31% return per year

Large cap

$1 grows to $8,791 over 94.22 years

10.12% return per year

Small cap premium of 1.19% per year over the last 94.22 years
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Sufficient consistency
NO
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Conventional wisdom closed its eyes to the last 50+ years

1968.4 1971.9 1975.4 1978.9 1982.4 1985.9 1989.3 1992.8 1996.3 1999.8 2003.3 2006.8 2010.3 2013.8 2017.3 2020.7

Small cap

$1 grows to $112 over 52.3 years

9.44% return per year

Risk of 20.7% (standard deviation)

Large cap

$1 grows to $155 over 52.3 years

10.12% return per year

Risk of 15.2% (standard deviation)

Small cap premium of -0.68% per year over the last 52.3 years
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Is recent small cap disappoint just due to the recent 12 year tech rally

2008.9 2009.7 2010.5 2011.3 2012.1 2012.9 2013.6 2014.4 2015.2 2016.0 2016.8 2017.6 2018.4 2019.2 2020.0 2020.7

Technology

$1 grows to $8.89 over 11.8 years

20.33% return per year

Large cap

$1 grows to $4.75 over 11.8 years

14.10% return per year

History making technology rally began Nov 30, 2008
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NO  - even after leaving out the tech rally, small cap still underperforms

1968.4 1971.1 1973.8 1976.5 1979.2 1981.9 1984.6 1987.3 1990.0 1992.7 1995.4 1998.1 2000.8 2003.5 2006.2 2008.9

Small cap

$1 grows to $29.26 over 40.5 years

8.69% return per year

Large cap

$1 grows to $32.57 over 40.5 years

8.98% return per year

After removing the 11.8-ȅŜŀǊ ǘŜŎƘƴƻƭƻƎȅ ǊŀƭƭȅΣ ǎƳŀƭƭ ŎŀǇΩǎ ǇǊŜƳƛǳƳ ǿŀǎ ǎǘƛƭƭ -0.29% 
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Some diversification benefit
NO
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Diversification benefits are virtually non-existent
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Smallcaprisk premium is negativeduringS&P 500 bear markets

Typical(median)declineof -16.5%
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How consistent is the small cap 
risk premium?
Is it episodic?
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Month-by-month small cap risk premium
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Monthly small cap premium has varied significantly over time
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Small cap risk premium bear markets
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Bear markets for the small cap risk premium have been both severe 
and long-lasting

Average delivers a -47.4% loss and lasts 5.7 years
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Small cap risk premium bull markets

-25

0

25

49

74

98

123

147

172

196

221

245

270

1932   (lasted 0.7
years)

1933   (lasted 4.1
years)

1939   (lasted 6.8
years)

1958   (lasted 11.0
years)

1975   (lasted 8.6
years)

1990   (lasted 3.3
years)

1999   (lasted 12.0
years)

P
e

rc
e

n
ta

g
e

 in
cr

e
a

se
 d

u
ri
n

g
 b

u
ll 

m
a

rk
e
t 

fo
r 

th
e

 s
m

a
ll 

ca
p

 r
is

k 
p

re
m

iu
m

Bull markets for the small cap risk premium have been both bountiful 
and long-lasting

Average delivers a 
+162.7% gain and lasts 

6.6 years
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Episodic nature of the small cap risk premium

1928.4 1934.6 1940.7 1946.9 1953.0 1959.2 1965.3 1971.5 1977.7 1983.8 1990.0 1996.1 2002.3 2008.4 2014.6 2020.7

History of bear & bull markets for the small cap risk premium since 1926

Cumulative return Duration

Typical (median) -47.5% 5.5 years

Longest bear -41.1% 11.6 years

Most severe bear -65.3% 3.6 years

Bear markets for the small cap risk premium

Cumulative return Duration

Typical (median) 215.9% 6.7 years

Longest bull 94.1% 12.0 years

Most bountiful bull 259.2% 6.8 years

Bull markets for the small cap risk premium
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Episodic nature of the small cap risk premium, continued

Cumulative return Duration

Typical (median) -47.5% 5.5 years

Longest bear -41.1% 11.6 years

Most severe bear -65.3% 3.6 years

Bear markets for the small cap risk premium

Cumulative return Duration

Typical (median) 215.9% 6.7 years

Longest bull 94.1% 12.0 years

Most bountiful bull 259.2% 6.8 years

Bull markets for the small cap risk premium



For internal use only, do not share with clients or prospects

But, why now
Valuations
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Comparative P/E ratios, large cap vs small cap
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Large caps are expensive relative to small caps

Ratio of P/E ratios  - Large cap vs. small cap 
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Comparative dividend yields, large cap vs small cap
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Dividend yield on large cap stocks is at one of its lowest points 
relative to the yield on small caps in recent history

Large caps are expensive relative to small caps

Ratio of dividend yields  - Large cap vs. small cap 
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But, why now
Technology, very similar to the 2000 bear market
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Tech wreck of 2000 and the small cap risk premium
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Smallcaprisk premium is negativeduringS&P 500 bear markets

Typical(median)declineof -16.5%



For internal use only, do not share with clients or prospects

Large cap is remarkably over-weighted to technology
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Small cap minimizesits exposureto the over-priced technologysector

13.67%

23.94%
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wŜŎƻƎƴƛǘƛƻƴ ƻŦ ǘŜŎƘƴƻƭƻƎȅΩǎ ƻǾŜǊ-valuation building
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But, why now
The current small cap bear market is long in the tooth
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Current bear market for the small cap risk premium is long in the tooth
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and long-lasting

Average delivers a -47.4% loss 
and lasts 5.7 years
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The reward is large during small cap risk premium bull markets
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Averagebull market deliversan extra +163%return over andabove
the return on stocks(largecap)

Average delivers a 
+162.7% gain and lasts 

6.6 years
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Small cap risk premium spans all 
geographies
But, the data must be carefully interpreted
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Small cap risk premium across different geographies
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But, the data must be carefully interpreted
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Why now and is the juice worth the squeeze

ÅWhy now

ÅRelative valuations, large cap vs small cap

Å¢ƘŜ ǇǊƻōƭŜƳ ǿƛǘƘ ǘŜŎƘƴƻƭƻƎȅΣ ƛǘΩǎ ŀ ƭŀǊƎŜ ŎŀǇ ǇǊƻōƭŜƳ

ÅCurrent small cap risk premium bear market is long in the tooth

ÅHistorically, the small cap risk premium has been positive after a recession

ÅIs the juice worth the squeeze

ÅAverage small cap risk premium bull market delivers an extra +163%
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Two challenges to overcome

ÅTwo possible impediments to a successful implementation

ÅZombies

ÅMultiple risk premia
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Zombies

ÅSuccessful forest management

ÅConsider the unqualified need for regular and periodic controlled forest fires

ÅWhile it may sound counterproductive to the average person

ÅControlled burns are actually the safest way to manage overgrowth and promote 
new, healthy growth in wooded areas, wetlands, crop fields and prairies

ÅControlled burns get rid of dead timber and brush, which can easily catch fire and 
spread an uncontrolled wildfire more easily.
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Definition
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Zombies span geographies
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Zombies feeding off of COVID-19 stimulus
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Zombie prevalence
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Zombie prevalence, continued



For internal use only, do not share with clients or prospects

How to maximize your exposure to zombies

iShares Russell 2000 Value ETF 
(IWN)


