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Questioning the Small-Cap Premium 

Many have questioned the existence of the small-cap premium, whereby, over time, small-cap stocks can be expected to deliver higher returns than do large-cap stocks. As evidence for their skepticism, critics often cite the conclusions reached by Wharton School Finance Professor Jeremy Siegel in his book Stocks for the Long Run. Siegel concluded that, if one excludes the “golden age” of small-cap stocks — 1975-1983, during which small-caps outperformed significantly — there would have been no small-cap premium. We feel such arguments do not hold up under scrutiny. Let’s see why. 

Proposing that data analysis should exclude periods such as 1975-1983 because they represented unusually high or unusually low returns, is like stating that Babe Ruth would not have hit 60 home runs if one omitted the 17 that he hit in September 1927. The returns of that specific period impacted the returns of the following period, and were impacted by the returns of the preceding period. In other words, periods of very high returns are often the results of periods of distressed valuation levels and vice-versa. As the market swings its pendulum back and forth across equilibrium, the swings are inextricably related to one another. 

Prior to 1975, those same small-cap stocks had just experienced a six-year period when they had returned a negative 15.3 percent per annum, underperforming the S&P 500 Index by about 12 percent per annum. Had prices not been so distressed during the prior period, the returns in the succeeding period would likely not have been as high. In addition, were it not for the 1975-1983 outperforming period, subsequent returns would probably not have been as low. In short, to exclude the period from consideration does not seem rational.

What Professor Siegel’s example does demonstrate is how the premium returns for specific asset classes, or even for the entire market, often occur during very short periods. This is why we propose that the best strategy to adopt is that used by a deer hunter, who sits patiently waiting for that brief period when the deer finally shows up. 

We believe there is compelling logic supporting the existence of a small-cap premium: 

· Small-cap companies are riskier than large-cap companies, and thus should be expected to offer a risk premium. 

· Small-cap stocks have much more trading risk as a result of their lower level of trading liquidity. 

· The market impact costs for small-cap stocks can be very large, which again argues for a risk premium

· Small-cap stocks are likely to be more dependent on the economic cycle (being more dependent on bank credit) and thus more highly correlated with economic activity. Again, this indicates a risk premium for accepting the risk of being highly correlated with the economy.

· There is strong, out-of-sample support internationally for the small-cap premium.

It is important to note that, both domestically and internationally, the small-cap premium is much smaller and less persistent than the value premium (whereby “distressed” companies with high Book-to-Market ratios offer a return premium compared to “growth” companies with low BtM ratios). Part of this smaller differential might be explained by what is called the “lottery effect.” Investors searching for the next emerging Microsoft seem willing to overpay for small-cap growth stocks of companies that are small but that appear to be up and coming. While investors are generally risk averse (which might be why they demand a higher premium for value stocks), they might somehow feel they are taking on less risk by “playing the lottery” of trying to select small-cap growth stocks that will someday “hit the jackpot” for them. 

Even if an investor remains unconvinced that small-cap stocks provide a risk premium, the small-cap asset class should still be included in a portfolio because of the diversification benefits achieved by holding asset classes that have low correlation to one another. Asset classes move in and out of favor in unpredictable and often very rapid ways. Holding both large-cap and small-cap stocks (as well as the remaining asset classes) ensures that one is prepared for both the best and the worst. Thus we conclude that combining diversification with a buy-and-hold approach and periodic rebalancing remains the winning strategy. How much of the small-cap asset class each investor should hold depends on his or her own set of risk factors and investment objectives.  


This material is derived from sources believed to be reliable, but its accuracy and the opinions based thereon are not guaranteed. The content of this publication is for general information only and are not intended to serve as specific financial, accounting or tax advice. To be distributed only by a registered investment advisor. Copyright © BAM Advisor Services, 2001.
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