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Based on this data, it is tempting to lock in profits on small-caps. Before rushing to

the exits, however, it is well to consider that small-caps' recent run may have
largely served to offset the long stretch of large-cap outperformance in the late
1990s. As shown in the next table, large caps outpaced small caps by as large a
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margin in the five years ended June 1999 as small caps have outperformed large
caps in the past five years. As a result, on a ten-year basis, the annualized returns
of the two asset classes are much closer together.

Comparison of Returns
Large Cap U.5. Stocks vs. Small Cap U.5. Stocks
Annualized Retumns

Asset 5 Years 5 Years 10 Years

Class ndex Ended 799  Ended 704 Ended 7704
1.5, Large Cap Stocks S&F 500 26.3% -2.3% M1%
1J.S. Small Cap Stocks S&P SmallCap 600 16.1% 10 6% 13.3%
1.5, Small Cap Stocks Rusgsell 2000 14.4% 57% 10.0%

=Source: [bbotizon

Interestingly, the tendency for small-caps and large-caps to have alternating, multi-
year periods of outperformance is not confined to the past decade. The next chart
compares the difference in rolling five year annualized returns between large and

small caps over the past 20 years. Over this longer period of time, four different
relative performance cycles of similar duration are evident.
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Difference in 5-year annualize returns:
Small Cap (Russell 2000) minus Large cap S&P 500
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In addition to examining historical price performance, another useful tool to assess
the relative attractiveness of these two asset classes is to measure their current
valuations in reference to fundamental measures such as earnings, book value,
and dividends. The next table presents this information and also shows how
current valuation levels compare with valuation levels seen over the past ten
years.

Valuation Comparison
Large Cap U.5. Stocks vs. Small Cap U.5. Stocks
Prices Prices DnAdend
Index Eamings Book Yield

caps500 ™ 19.74 285  198%
S&P SmallCap 600 ™ 24.10 211 1.03%
Diference (4.36) 074  095%
[Median Difierence © (3.50) 110 092%
25th Percentile (Small Cap Overvalued) ® (6.02) 077  0B5%
75th Percentile (Small Cap UndENE|LIEIj:Iw 2101 185 114%
Sources Barra.oom
(1) Az 0f 3104

(21 Data from 1283-504

Based on the P/E and dividend yield data, the current "spread," or difference,
between small-caps and large-caps is close to the median spread since 1994.
Only the price-to-book data, where the current difference in P/B multiples is
substantially less than the average spread over the past 10 years, suggests that
small-caps are overvalued relative to large-caps.

So what is our conclusion based on all of the data presented above? The weight of
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the evidence suggests that the recent phase of small-cap outperformance is likely
at or near an end. However, it does not appear that small-caps are extremely
overvalued relative to large-caps. Small-caps' strong outperformance over the past
five years appears to have been in large part a reaction to large-caps'
unprecedented string of five consecutive years of 20%+ returns in the late 1990s.
Accordingly, while it may be appropriate to underweight small-caps in an asset
allocation, as of September 10, 2004, there does not appear to be sufficient
justification to exit the asset class entirely.

J.D. Steinhilber is the founder of Agilelnvesting.com, an investment advisory web
site that recommends ETF-based portfolios.
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