"Large Is Still Beating Small" Really?

We received the following Dividend.com Newsletter from one of our DIYers on April 1st. Doubting it was
meant as an April Fools' joke, we provide our analysis:

Large Is Still Beating Small

The last couple of years have thrown some pretty big investing ‘truths’ out of whack.

The biggest of which might have been the notion that smaller stocks tend to beat large-caps. While normally,
there have been plenty of times where they flip-flop, the longer-term trend has always been small beats large.
However, since about 2013, that hasn’t been true.

And according to the investment professionals at Oppenheimer Funds, the shift could last a bit longer as trends
continue to be favorable for larger stocks.

For investors, this poses an interesting question on just how to allocate their portfolios going forward. If
Oppenheimer is correct, overweighting large-caps even more than normal could be warranted.

A Big Affront to Academic Research

Eugene Fama and Kenneth French’s famous work on returns set the stage for qualifying the so-called small-cap
premium (Size Factor). The duo found that from 1926 to 2012, small-cap stocks managed to outperform large-
cap stocks roughly 51% of the time. More to the point, small-caps managed to produce a cumulative extra
return of 253%. This built upon their landmark paper from the 1990s that pretty much came to the same
conclusion.

But lately, their work hasn’t lived up to its former glory days.

Since about 2013, large-cap stocks have taken over in a big way. For four straight years — and currently working
on a fifth in 2018 — large has managed to beat small. That’s completely flipped the script on long-term trends.
You can see by the following chart that the large-cap focused S&P 500 has managed to beat the small-cap
benchmark Russell 2000 by a decent margin. (As explained below, the S&P 500 should be compared to the
S&P 600.)
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https://dividend.us5.list-manage.com/track/click?u=7eab376f4a9b7d1d63580ce58&id=761d6c6647&e=81f3d826b3

And the outperformance seems to hold true among the ‘value’ and ‘growth’ segments of each market
capitalization. For example, small-cap growth stocks were up over 20% in 2017. However, large-cap growth
stocks — driven by leaders like Google (GOOG) and Amazon (AMZN) — were even bigger winners, surging
more than 30% last year. (While growth stocks tend to beat value stocks while the market is climbing, they fail
miserably when fear returns, as is once again being shown during the current correction, and over the long-term.
“The race is not always to the swift, nor the battle to the strong, but that's the way to bet.” - Damon
Runyon)

The question is why?
Still in Place Trends

Analysts at Oppenheimer estimate that the answers to recent large-cap outperformance can be found on a few
different avenues.

For starters, the perceived safety of larger firms has contributed significantly to their gains. We’ve been in the
ninth inning of a very long economic recovery process for quite a long time. Historically, larger firms — thanks
to size, balance sheets and economic moats — are able to navigate downturns much more easily than smaller
ones. With the next recession being just around the corner — which has been going on for quite some time now —
investors have naturally continued to flock toward large-caps for safety. (While it is true that we are one day
closer to the "next recession” than we were yesterday, the claim that recession looms "just around the corner"
without providing the ETA is likely, as once again shared below, to prove costly. “If you spend more than 13
minutes analyzing economic and market forecasts, you’ve wasted 10 minutes.” — Peter Lynch)

Secondly, the drop in the dollar has been great for larger firms. Typically, large-cap stocks have a more
international focus and feature plenty of exports and international offices. That makes the dropping dollar —
which has continued to sink in recent quarters — a big boon to their profits. They can benefit from rising
international demand, whereas many small-caps are 100% domestically oriented. (The assumption here is that
the dollar will continue to fall while U.S. interest rates are climbing faster than foreign rates. U.S. interest rates
are climbing faster because the U.S. economy is projected to grow faster than most DM countries. Lack of
domestic "demand" is not the concern; given the Republican tax cuts and omnibus spending bill, an overheating
economy is. As we have previously shared, "the drop in the dollar has been great for" foreign stocks, and is why
the trend, for now, continues to reward International diversification.)

These reasons, plus the availability of cheap credit and more favorable tax benefits, have only enhanced large-
caps’ appeal over their smaller rivals. (The above referenced tax cuts actually favor "domestically oriented"
companies.)

The real beauty is that these trends have only gotten better for larger stocks. (Not since January 26th. As of
Friday, SPY, the S&P 500 ETF, is down 9.4%, while 1JR, the S&P Smallcap 600 ETF, is down 4.5%)

Take credit, for example. Rising rates are causing debt to become more expensive. ...

And Oppenheimer’s research shows that this is the case. When the Fed starts raising rates, mature companies
will benefit. Historically, large-caps have outperformed small-caps by an average of 1.8% in rising rate
environments, as you can see from this graph from Oppenheimer’s research (which, once again, makes the error
of comparing the S&P 500 to the Russell 2000, instead of the S&P 600)
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Then there are taxes to consider. While the overall corporate rate is now done — which will benefit smaller firms
(as noted) — the repatriation tax benefit provides a huge upside for (a few) multinational-oriented large-cap
stocks (depending on how the funds are invested, with stock buybacks being a Wall Street favorite).
Meanwhile, several other provisions in the tax plan benefit the larger-styled investments that big stocks make.

And we can’t forget that recent bouts of volatility heighten the fact that we could be heading for a recession
sooner rather than later. (There is no evidence that we are aware of that heightened volatility presages recession.
“the stock market has predicted nine of the last five recessions.” - Economist Paul Samuelson 50 years ago)

The safety of large-cap stocks will be in even greater demand. (On average, large-cap stocks will likely drop
less than small-cap stocks during the next Bear Market. That doesn't make them safe in any meaningful sense of
the word when fear reigns.)

Betting Big

Given that the trends are still in place for large-caps to keep on beating smaller firms (Not only have large-caps
not beaten small-caps "since about 2013" when properly measured, but both history and current "trends"
support the Size Factor, especially when combined with the Value or Quality Factors.), the time to keep betting
big is now (not if Capital Appreciation matters). There’s a pretty good chance that you already have a large
swath of your holdings in larger stocks — most people do. It could be prudent to bump that percentage up a few
pegs to take advantage of the market caps’ continued potential outperformance. Simply adding to your current
holdings might be enough.

However, for those investors looking to add more of a strategic addition, the Guggenheim S&P 500 Top 50
ETF (XLG) or iShares S&P 100 ETF (OEF) make ideal plays. Each fund bets on the largest of the large and
should benefit as the trend of larger-over-smaller keeps on going.

All in all, if Oppenheimer is right, large-cap stocks should continue to be the leaders going forward.
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Our thoughts

As we note on our website under Factors: "Size is one of the three original factors when Fama and French
published their three-factor model in 1992 to explain stock returns. Over the long run, small capitalization
stocks tend to beat their large counterparts.” The S&P 500, Large and Mega (>$100 Billion) Caps, is a subset of
the S&P 1500, which is also comprised of the S&P MidCap 400 and S&P SmallCap 600. The S&P 1500 covers
approximately 90% of the U.S. market capitalization. Unlike the Russell 2000, which is the Small Cap
component of the Russell 3000, the S&P 600 & 400 are screened for Quality, while 1 of the 8 criteria for a
stock to be included in the S&P 500 is financial viability. The Size Factor is clearly demonstrated by the relative
performance of the S&P 600 and 400 to that of the S&P 500. Small (1JR, blue line) beats Mid (IJH, orange
line), and both clobber Large (SPY, green line) since IJR's inception:
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As for the future, perhaps we are not "in the ninth inning of a very long economic recovery", since long
economic recoveries are the norm following severe financial crises. Perhaps "the next recession™ isn't "just
around the corner”, assuming you can even see the next "corner"” from here. From Friday's Global Investment
Strategy: "our base case remains that another global recession is still about two years away, which should keep
the bull market in global equities intact.” Does it really matter how long it will take to reach "the corner"”, since
we are getting closer day by day? The answer is yes! We last shared this chart in December:
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When it comes to investing, Small provides the best ride, as detailed in the following Morningstar article, which
we have edited:

For Factor Investors, It Pays to Go Small
By Alex Bryan, CFA | 12-06-17

Tilting toward small-cap stocks alone isn't a great way to improve long-term performance. Small-cap stocks
have historically offered a small edge over their larger counterparts, but that slight return advantage hasn't been
much compensation for their higher risk and decade-long stretches of underperformance.

However, other factors, like value, momentum, and low volatility, have tended to work better among smaller
stocks. Deliberately targeting small-cap stocks with these characteristics will likely be more fruitful than a
broad-based approach to investing in a broader cross section of smaller firms.

The payoff to the value factor offers a stark illustration. Exhibit 1 shows the returns on 25 portfolios of U.S.
stocks formed on the basis of stocks' size and book/price ratios (a measure of value, with larger values
indicating relatively cheaper stocks). As previously shared and detailed on HCM's website, there are better
valuation metrics. I've sourced this data from the French Data Library for the period from July 1963 through
May 2017.

Each portfolio has roughly the same number of stocks and is market-cap-weighted, so the small-cap portfolios
represent a smaller portion of the market than the large-cap portfolios. All portfolios are updated once a year at
the end of June.


http://www.morningstar.com/articles/author/1739-alex-bryan--cfa.aspx

The column labeled "5-1" in Exhibit 1

shows the return spread between the Exhibit 1 Returns on Portfolios Sorted by Size and Book/Price

portfolios of the cheapest and most- Low 1 2 3 4 High5 5-1
expensive stocks across five different size Large 964 1029 1056 976 1157 1.93
strata. So, for example, the cheapest fifth of _

Mid 1033 1078 1228 1443 1339 3.07
U.S. large-cap stocks outpaced the most-
expensive fifth by 1.93 percentage points Small-Mid 8.44 13.05 12.97 1471 16.21 1.18
annually, which isn't bad. But the return Small 767 1216 1434 1515 1545 1.78
gap between deep-value and high-growth 393 1178 1262 1589 1678 12.85
stocks increases dramatically as we move
down the market-cap ladder. tSo:/;cezzFaﬁr;ch Data Library, analyst's calculations. Data from July 1963

o May 2017.

To understand this performance pattern, it

is important to understand the explanations for the value effect more broadly. Value stocks are thought to
outperform either because they are riskier than their more-expensive counterparts and offer higher expected
returns to compensate investors for that risk, or because they are mispriced. The risk-based explanation is
plausible. Value stocks tend to have less-attractive business prospects than more richly valued stocks. That said,
growth stocks--especially small-growth stocks--come with significant risks of their own, most notably the risk
of failing to live up to the lofty expectations embedded in their prices.

During the sample period, the large-value

portfolio did in fact exhibit greater Exhibit 2 Risk of Portfolios Sorted by Size and Book/Price

volatility and a larger maximum Standard Deviation (%) Max Drawdown (%)
drawdown than its growth counterpart. But . .

. Low 1 High 5 Low 1 High 5
the opposite was true of the small-value
portfolios, as shown in Exhibit 2. This Large 159 18.5 52.0 534
suggests that these value portfolios were Mid 203 196 66.6 701
less risky than their growth counterparts Small-Mid 227 195 68.9 490
and that mispricing is the more likely ' ' ' '
driver of their higher returns. It's Small 24.8 208 74.6 67.1
reasonable to believe that small-cap stocks  Micro 273 20.7 84.0 66.3
are more prone to mispricing than large- Source: French Data Library, analyst's calculations. Data from July 1963
cap stocks because they don't attract as to May 2017,

much investor attention or analyst

coverage. Consequently, their prices may not reflect all publicly available information. However, we can't rule
out the risk-based explanation for the value effect among small-cap stocks because risk can still be present
without being realized. For example, even if a corporate borrower doesn't default on a loan, that outcome is still
possible and investors must be compensated for that risk.

Low Volatility

As is the case with value, the advantage of tilting toward low-volatility stocks has historically been the biggest
among the smallest stocks, as Exhibit 3 illustrates. This table shows the returns on 25 portfolios of U.S. stocks
sorted on size and volatility for the previous 60 days, updated monthly. The return spread between the least- and
most-volatile fifth of U.S. large-cap stocks was 1.65 percentage points annualized from July 1963 through May
2017, but the corresponding figure among micro-cap stocks was 19.87 percentage points annually.



The inverse relationship between stocks'
size and the efficacy of the low-volatility

effect likely stems from greater mispricing Low 1
among smaller stocks. For instance, there Large 974
may be greater lottery-seeking behavior )
among small-cap stocks, where investors Mid 1235
overpay for volatile stocks that offer a Small-Mid 1378
small chance for a big payoff, because Small 1558
these stocks tend to offer greater upside .

Micro 17.09

potential than their larger counterparts.

But that's not the whole story.
to May 2017.

A regression analysis revealed that the
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low-volatility portfolios tended to favor cheaper and more-profitable stocks than their more-volatile

counterparts. So, one of the reasons the low-volatility effect works the best among the smallest stocks is

Exhibit 3 Returns on Portfolios Sorted by Size and Volatility
High 5

5-1
1.65
9.94
1.65

12.14
19.87

because it partially captures the value effect. Additionally, the low-volatility portfolios had greater exposure to
the momentum factor (which has historically been associated with higher returns), and this gap was the widest
among micro-cap stocks and the narrowest among large-cap stocks. This suggests that momentum contributed
to the greater efficacy of the low-volatility strategy among the smallest stocks.

Momentum

Momentum has also tended to offer the

best returns among the smallest stocks, at ~ Exhibit 4 Returns on Portfolios Sorted by Size and Momentum

least on paper, as Exhibit 4 shows. In

Low 1
practice, the transaction costs of this
high-turnover strategy would eat a big Large 4.24
chunk of these hypothetical returns, soa  Mid 4.00
micro-cap momentum strategy isn't Small-Mid 468
advisable. But this return pattern
provides further support for the idea that ~ Small 3.03
there is greater mispricing among the Micro 1.26
smallest stocks in the market than there
is among large caps. to May 2017,

Momentum likely arises because
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investors are slow to react to new information, causing prices to adjust more slowly than they should. Because
smaller stocks don't attract as much attention as larger ones, it probably takes longer for new information to be
reflected in their prices, which could explain why the returns to momentum are higher among smaller names.
Once a trend is established, investors may pile into the trade, pushing prices away from fair value, leading to the
long-term reversals associated with the value effect. So, this bigger momentum effect among small stocks is

also consistent with a bigger value effect.

Profitability

Unlike the other factors, profitability (investing in the most-profitable firms) worked almost as well among
large-cap stocks as it did among the smallest stocks, as illustrated in Exhibit 5. It isn't obvious why this factor



bucked the small-cap amplification pattern.

However, it may have something to do with Exhibit 5 Returns on Portfolios Sorted by Size and Profitability

the fact that the largest stocks in the market Low 1 2 3 4 Highb 5-1
tend to be the most profitable. Large 747 848 963 1012 1104  3.57
Highly profitable stocks tend to be less Mid 952 1206 1157 1227 1360  4.07
volatile and hold up better during market Small-Mid 870 1308 1266 1272 1461 5.90
downturns than their less-profitable Small 916 1276 1377 1278 1501 5.6
counterparts. So, if anything, it would be ,

reasonable to expect these stocks to offer Micro 830 1477 1380 1501 1295  4.65
lower returns for their relative safety. Of Source: French Data Library, analyst's calculations. Data from July 1963

to May 2017.

course, there is always a risk that they could
underperform, as they often do during strong
market rallies.

It is likely that mispricing across the market-cap spectrum contributed to this effect. For example, highly
profitable stocks could become undervalued if investors do not fully appreciate the long-term sustainability of
their earnings power. Or they may simply prefer riskier stocks that offer greater return potential, similar to the
low-volatility effect. Yet, to the extent that the profitability and low-volatility effect arise from a common bias,
it is a bit of a puzzle why the former wasn't also much bigger among the smallest stocks.

The U.S. results were consistent with the factor return patterns among international stocks. | ran a similar
analysis using the global ex-U.S. portfolios formed on profitability, value, and momentum (low-volatility
portfolios weren't available) from November 1990 through May 2017. Value and momentum worked much
better among the smallest stocks than among the largest, while profitability only worked slightly better among
the smallest stocks.

Profiting From Small-Cap Factor Amplification

Although each of the factors examined here, apart from profitability, performed much better among small-cap
stocks than among large ones, the vast majority of assets invested in factor strategies are in large-cap funds. It's
true that large-cap strategies have greater capacity than their small-cap brethren and are less risky, generally
making them better core holdings. And yes, transaction costs will likely create a bigger drag on a momentum
strategy applied to small caps than to large caps. But the performance advantage from tilting toward factors like
value and low volatility is nonetheless likely to be larger among small-cap stocks. ...

Bronze-rated PowerShares S&P SmallCap Low Volatility ETF (XSLV) (0.25% expense ratio), which we use
for clients, offers clean exposure to stocks with low volatility. Each quarter, it ranks the stocks in the S&P
SmallCap 600 Index by their volatility during the past 12 months and targets the least-volatile 120. It then
weights these holdings by the inverse of their volatility, so that the least volatile stocks get the largest
weightings in the portfolio. The fund has been successful at reducing volatility and downside risk, but it does
take big sector bets from time to time, which may not always pay off.

For those who do want to profit from momentum in the small-cap arena, it would probably be best to get that
exposure through a multifactor fund, like iShares Edge MSCI Multifactor USA Small-Cap ETF (SMLF) (0.30%
expense ratio), a fund we also use, and whose Morningstar Chart we show below. This is because 1) it will have
lower turnover than a stand-alone momentum fund, and 2) it should better diversify risk. This fund targets
small-cap stocks with strong value, momentum, quality, and small size characteristics under constraints that
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mitigate sector bets and turnover. Its holistic approach and demanding selection criteria should give it potent
exposure to the factors it targets.

Our thoughts continued

While our IVE Stock Selection System doesn't directly include the Size Factor, most significant Insider Buying
occurs in Small Cap stocks. The Value Factor, which Funds often combine with the Quality Factor, is included
in our system. Low Volatility, which we have written about previously, is not. The Momentum Factor is best
captured with an all cap ETF (our current favorite, MTUM, targets large- and mid-cap stocks), or in a Multi-
factor ETF, depending on the Fund's process. Profitability is one of the metrics that are usually incorporated
into a Quality Factor. Changes in analyst's estimates of Earnings and Target Price is our preferred approach.

We are currently using both SMLF (blue line) and XSLV (orange line), when liquidity is a significant
consideration, for Domestic Small Cap exposure and have added Dividend.com's recommendations of XLG
(green line), and OEF (yellow line) to Morningstar's SMLF chart since its inception nearly 3 years ago, for
comparison:

iShares Edge MSCI Multifactor USA Small-Cap ETF SMLF Sign up now.
E¥TRADE

[C] Add to Portfolio Q. Get E-mail Alerts 7 Data Question

Quste | chart | B ETF Analysis  Distributions Performance Ratings & Risk Portfolio Fees & Expenses Tax Ownership  Filings

Last Price Day Change NAV Open Price Day Range 52-Week Range 12-Mo. Total Assets Expenses
oy, -
*38.87 J4-0.73 | -1.83" 38.88  39.24 38.66-39.31  34.50-41.79 Yield 87.47 mil 0.30%
0.97%
As of Fri 04/06/2018 4:00 PM EST |USD
= Prem/ Discount Volume Avg Vol. SEC Bid/Ask/Spread Category
Intraday Indicative Value ,
:38.88 0.69 1.74% -0.02% 11040 12,158 Yieldto 38.76/ 38.98/ Small Blend
- - s
. 4 -U. : - 0.57%
As of Fri 04/06/2018 4:23 PM EST |USD
Banchmark w Ewvent w ARCHOEF Simple Moving Avg Resat
04272015 - 040602018 Zoom:1D 5D 1M 3M ¥TD 1Y 3¥ 5Y 10Y Maximum Custom
= ARCK:SMLF:+9.72|+33.36% ARCK:¥SLY:+11.18]|+33.12% ARCX:XLG:+38.87]+26.75% ARCX:0EF:+21,55]|+23.17%
Y
40.00
20.00
0.00 ol
,_,J\_/\—\/\r_ . "\_\ WA=
™ *
il
-20.00
Vaolume

08/2015 12/2015 04/2016 08/2016 12/2016 04/2017 08/2017 12/2017 04/2018



