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A MATTER OF OPINION

By James B. Cloonan

James B. Cloonan is chairman of AAII.

While small-(micro) cap stocks still outperform large-cap stocks over the
long run, for the first time they are not outperforming large-caps in the short
to intermediate term. In the most recent five years, and particularly for 1998,
the large caps are doing better.

While small caps showed tremendous advantage in the years 1991–1994,
that has been overcome by the more recent superior performance of large
caps. Since then, we should note, most of this large-cap advantage is due to
the performance of a few giant companies.

In light of the performance of those market segments, how have the AAII
experimental Beginner’s and Intermediate Portfolios been faring?

As might be expected, for 1998 the Beginner’s Portfolio and the Intermedi-
ate Portfolio are underperforming the S&P 500. At this mid-September
writing, the S&P is up 4% since the beginning of the year, while the Interme-
diate Portfolio is down 16% and the Beginner’s Portfolio is down 13%.

The Beginner’s Portfolio was started in 1993 to examine and share the
problems and procedures of managing a portfolio of small stocks using a
consistent and relatively simple buy-and-hold approach in which adjustments
are made quarterly. The portfolio focuses primarily on micro-cap stocks with
low price-to-book ratios. [A complete description of the Beginner’s Portfolio
appeared in the May 1998 AAII Journal, and can be found in the Journal
archives of the AAII Web site at www.aaii.com.]

The Intermediate Portfolio was started at the beginning of this year, and is
similar to the Beginner’s Portfolio, but adds some growth criteria and allows
individuals to introduce their own qualitative criteria. [A complete description
of the Intermediate Portfolio can be found in the February 1998 Journal, and
in the Journal archives of the AAII Web site at www.aaii.com.]

Since both the Beginner’s and Intermediate Portfolios have value as well as
size criteria, it is interesting to see how they are performing relative to indexes
with similar market capitalizations.

The Beginner’s Portfolio, at –13%, is leading the micro caps, represented by
the Dimensional Fund Advisors 9-10 Fund, which is at –20% since the
beginning of the year.

The Intermediate Portfolio, which has a somewhat larger average market
cap than the Beginner’s Portfolio, is at –16% for 1998 as compared to the
DFA 9-10 fund, at –20% and the Russell 2000 index, at –19%.

It appears that the value elements are helping, but the low market capitali-
zation is not—at least so far in 1998.

Will the market continue to be dominated by the very large capitalization
stocks in a few industries for much longer? No one knows, of course, but
history would indicate that the phenomenon is cyclical. As was the case
during the last period of dominance by the giants (1984–1987), the popularity
of indexing fuels the continuing high performance of these stocks.

One thing is clear from studying the last few years: Diversification is
desirable and necessary for any portfolio if year-to-year or five-year to five-
year volatility is to be avoided. This means diversification over size, style, and
industries as well as having a large number of stocks or funds.

SMALL-CAP STOCKS DOMINATE, BUT
DIVERSIFICATION IS STILL THE RULE

Except for the last
few years, the statis-
tics over the long
term favor small-cap
stocks. But as the
saying goes, “What
have you done for
me lately?”
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As an indication of the cyclical
dominance of large caps versus
small caps, Table 1 indicates the
number of times that there has
been a cycle of dominance that
lasted for more than two years.
For instance, small caps have
had a number of long cycles in
which they outperformed large
caps in each consecutive year:
one cycle that lasted 10 years;
one that lasted eight years; one
that lasted six years; one that
lasted four years; and one that
lasted three years. In contrast,
the large-cap cycles of domi-
nance have been shorter-term:
two cycles lasting four years, and
three cycles lasting three years.

The table also provides other
interesting statistics regarding the
dominance of market segments.

As can be seen in the table,
most of the figures favor small-
cap stocks except those in the
last 3½ years. But as the saying
goes, “What have you done for
me lately?”

Maybe lately will be the next
12 months. But do make sure
you diversify.  ✦✦✦✦✦

Stock Market Dominance—Number of Years in Cycle:Stock Market Dominance—Number of Years in Cycle:Stock Market Dominance—Number of Years in Cycle:Stock Market Dominance—Number of Years in Cycle:Stock Market Dominance—Number of Years in Cycle:

Market SegmentMarket SegmentMarket SegmentMarket SegmentMarket Segment 1010101010 99999 88888 77777 66666 55555 44444 33333

Small Caps Dominant 1 0 1 0 1 0 1 1

Large Caps Dominant 0 0 0 0 0 0 2 3

Most Recent CyclesMost Recent CyclesMost Recent CyclesMost Recent CyclesMost Recent Cycles

1991–1994: Small-cap dominance

1995–1998: Large-cap dominance (assuming that large caps retain their 1998 lead)

Last 70 yearsLast 70 yearsLast 70 yearsLast 70 yearsLast 70 years

Number of years large caps outperformed: 30

Number of years small caps outperformed: 40

Last 25 yearsLast 25 yearsLast 25 yearsLast 25 yearsLast 25 years

Number of years large caps outperformed: 10

Number of years small caps outperformed: 15

Most Dramatic OutperformanceMost Dramatic OutperformanceMost Dramatic OutperformanceMost Dramatic OutperformanceMost Dramatic Outperformance

Small caps over large caps: 143% vs. 54% (1933)

Large caps over small caps: –8% vs. –51% (1929)

Total Return (Annualized) 1926 Through August 1998:Total Return (Annualized) 1926 Through August 1998:Total Return (Annualized) 1926 Through August 1998:Total Return (Annualized) 1926 Through August 1998:Total Return (Annualized) 1926 Through August 1998:

Large caps: 10.4%

Small caps: 12.3%

A 2% per year advantage means that an investment made in small-cap stocks 70 years
ago would be worth about four times the same investment in large-cap stocks, ignoring
taxes and assuming reinvestment of dividends).

TABLE 1. STOCK MARKET DOMINANCE
(OUTPERFORMANCE OF AT LEAST 3 YEARS IN A ROW): 1926 TO 1998

INVESTOR SURVEYS

AAII ASSET ALLOCATION SURVEY
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The AAII Asset Allocation Survey polls 600 members monthly on
their current holdings among the five asset categories. Remember
that these are averages of all members responding to the poll and
not an investment guideline. Individual investors should vary their

portfolios to match personal circumstances and risk tolerances.
Survey results are available to members through the AAII Web

site at www.aaii.com and the AAII forum on America Online by the
second business day of each month.
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Bonds

 Stock Funds

Stocks

Bond Funds

Cash

Cash 16%Cash 16%Cash 16%Cash 16%Cash 16%
(+1%)

Stocks 34%Stocks 34%Stocks 34%Stocks 34%Stocks 34%
(+4%)

Stock Funds 36%Stock Funds 36%Stock Funds 36%Stock Funds 36%Stock Funds 36%
(–2%)

Bonds 5%Bonds 5%Bonds 5%Bonds 5%Bonds 5%
(–4%)

Bond Funds 9%Bond Funds 9%Bond Funds 9%Bond Funds 9%Bond Funds 9%
(+1%)

Figures in parentheses
show difference from

previous month.

August 1998August 1998August 1998August 1998August 1998



<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles false
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (Apple RGB)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.3
  /CompressObjects /Off
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket true
  /DefaultRenderingIntent /Default
  /DetectBlends false
  /DetectCurves 0.1000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize false
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Remove
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile (Color Management Off)
  /AlwaysEmbed [ true
    /Symbol
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 150
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages false
  /ColorImageDownsampleType /Average
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages false
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 150
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages false
  /GrayImageDownsampleType /Average
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages false
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages false
  /MonoImageDownsampleType /Average
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly true
  /PDFXNoTrimBoxError false
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile (U.S. Web Coated \050SWOP\051 v2)
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /False

  /SyntheticBoldness 1.000000
  /Description <<
    /DEU <>
    /FRA <>
    /JPN <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
    /ENU <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


