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Diversification is the only free lunch in finance. And
it’s no state secret that a diversified portfolio generally
includes exposure across the domestic equity styles

of large and small capitalization companies as well as
those in growth and value lifecycle stages. In the con-
text of diversification and long-term performance, let’s
take a moment to walk through one of the historically-
unexpected outcomes of the 2010s.

For the first ten years of the 21° century, small cap val-
ue stocks trounced the other domestic equity styles, as
shown in Exhibit 1. Now, here on the cusp of the 2020s,
it has been a different story. Instead of winning, small
cap value came near the bottom of the four style types
for the decade ending in 2019.

Was this just a case of what goes around, comes
around? Because small cap value had performed so
much better for a decade perhaps it only made sense
that the other equity styles did better more recently?
Alook at alonger performance history in Exhibit 2 sug-
gests that the most recent decade was not typical. Over
the past 9o-plus years of available data, small cap value
was the clear winner. Moreover, evaluating rolling 10-
year periods for the same time frame, small cap value
has outperformed the most recent decade’s winner
(large cap growth) 80% of the time.

Something happened over the past decade that at least
temporarily flipped the historically-natural perfor-
mance order of things, and most readers can guess
what that something is. The past ten years could eas-
ily be called the “Tech Decade,” as technology and its
applications caused major disruption across the eco-
nomic spectrum. E-commerce profoundly altered
retail shopping behavior, streaming crushed broadcast
and cable TV, ridesharing decimated the traditional
taxicabs business, smartphones largely replaced both

Exhibit 1: A Difference in Two Decades
Annualized Market Total Returns

Large Large Small Small
Growth Value Growth Value
2000-2009 -1.2% 2.2% -1.4% 1.3%
2010-2019 15.7% 11.3% 13.1% 11.5%
Exhibit 2: A Long-term Look
Annualized Market Total Returns, 1928-2019
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Exhibit 3: The “Tech Decade”
Market Total Returns, 2010-2019
Cumulative Annualized
S&P 500 NA Tech Index 403.8% 17.6%
S&P 500 Index 256.4% 13.6%
Small Cap Value 197.4% 11.5%

Exhibits 1, 2, and 3: “S&P 500 NA Tech Index” is the S&P North American
Technology Sector Index. Sources: Bloomberg for S&P NA Tech and S&P 500
index statistics. Large Growth, Large Value, Small Growth, and Small Value
statistics based on 1928-2018 data from Kenneth R. French - Data Library. Since
2019 calendar year data was not available at the time of publication, MSCI data
was used instead. Past performance is no guarantee of future results. All
investments have the risk of loss.
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landline calls and letters, and social media seriously
wounded actual in-person socializing. Investors took
notice and drove technology stocks ever higher, up
over 400% for the decade as shown in Exhibit 3.

Lost in the shuffle were small cap value stocks. While
unable to match the S&P tech sector’s sales gains,
small cap value still handily beat the overall S&P 500
Index’s revenue growth for the period. Yet somehow,
this superior revenue growth did not translate into
better relative returns. Valuation discrepancies that
were wide to begin the period got much wider as the
decade unfolded, as evidenced by the price-to-sales ra-
tio. Exhibit 4 shows that the S&P tech sector began the
decade trading at a ratio just over 2x sales, and finished
trading at well over 4x. The S&P 500 Index overall
started the 2010s trading below 1.5x sales, and rose to
almost 2.5x%. In stark contrast, small cap value stocks
(as measured by the MSCI US Small Cap Value Index)
began the decade trading at below a 1x ratio and ended
in almost an identical position ten years later.

The reason for this discrepancy is relative expecta-
tions. The S&P 500 exceeded expectations, with large
technology companies leading the way. Yet, tech stocks
are comparatively scarce in the world of small cap val-
ue and, by definition, large and mega cap tech stocks
are missing entirely.

If the largest technology stocks can continue to pro-
duce relative revenue gains far into the future, their
current substantial valuation premiums may be justi-
fied. Historically, investor expectations have tended to
rise faster than underlying fundamentals often war-
rant. Whether that is the case now—or will be in the
future—remains to be seen, but it is something for
stock market participants to consider.

This past decade saw low and generally falling interest
rates, easy monetary policy, low inflation, and histori-
cally-low stock market volatility. All of these conditions
typically have tended to lengthen investor time horizons
and therefore have favored growth stocks. Will most or
even many of these favorable tailwinds for growth stocks
prevail for another decade? Time will tell.

While smaller companies certainly come with their
own risks, some of their historical performance ben-
efits may come from advantages inherent in their size.
Small cap companies usually exhibit higher insider
ownership percentages that reduce principal/agent
problems. Moreover, there tends to be a greater focus

on doing fewer things well in addition to a nimbleness
and flexibility driven by better communication and less
hierarchy, bureaucracy, and red tape.

A company’s return on equity (ROE, a measure of prof-
itability) tends to revert toward average over time.
Highly-profitable companies usually attract competi-
tion, which generally reduces profitability. Conversely,
barely profitable and unprofitable companies tend to
lose competition over time, and those that can stay
afloat tend to become more profitable as a result.

Think about investors in either high profitability
(growth) or low profitability (value) companies over
time. Which group is more likely to have their expecta-
tions exceeded or is more likely to be disappointed?

No one knows what the future holds, or which asset
class or equity style will perform the best over the next
decade. There are too many unknowns, and too many
possibilities. However, when facing an uncertain fu-
ture and needing to invest, why not play the odds?
According to the wisdom of Damon Runyon: “The race
is not always to the swift, nor the battle to the strong, but
that’s the way to bet.” Lost in the shuffle were small
cap value stocks. While unable to match the S&P tech
sector’s sales gains, small cap value still handily beat
the overall S&P 500 Index’s revenue growth for the pe-
riod. Yet somehow, this superior revenue growth did
not translate into better relative returns. Valuation
discrepancies that were wide to begin the period got
much wider as the decade unfolded, as evidenced by
the price-to-sales ratio. Exhibit 4. on the following page
shows that the S&P tech sector began the decade trad-
ing at a ratio just over 2x sales, and finished trading

at well over 4x. The S&P 500 Index overall started the
2010s trading below 1.5x sales, and rose to almost 2.5x.
In stark contrast, small cap value stocks (as measured
by the MSCI US Small Cap Value Index) began the de-
cade trading at below a 1x ratio and ended in almost an
identical position ten years later.

The reason for this discrepancy is relative expecta-
tions. The S&P 500 exceeded expectations, with large
technology companies leading the way. Yet, tech stocks
are comparatively scarce in the world of small cap val-
ue and, by definition, large and mega cap tech stocks
are missing entirely.

If the largest technology stocks can continue to pro-
duce relative revenue gains far into the future, their
current substantial valuation premiums may be
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Exhibit 4: Price to Sales Ratio
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Sources: Bloomberg, MSCI. “S&P 500 NA Tech Index” is the S&P North American Technology Sector Index. Past performance is no guarantee of future results.

All investments have the risk of loss.

justified. Historically, investor expectations have tend-
ed to rise faster than underlying fundamentals often
warrant. Whether that is the case now—or will be in
the future—remains to be seen, but it is something for
stock market participants to consider.

This past decade saw low and generally falling interest
rates, easy monetary policy, low inflation, and histori-
cally-low stock market volatility. All of these conditions
typically have tended to lengthen investor time horizons
and therefore have favored growth stocks. Will most or
even many of these favorable tailwinds for growth stocks
prevail for another decade? Time will tell.

While smaller companies certainly come with their
own risks, some of their historical performance ben-
efits may come from advantages inherent in their size.
Small cap companies usually exhibit higher insider
ownership percentages that reduce principal/agent
problems. Moreover, there tends to be a greater focus
on doing fewer things well in addition to a nimbleness
and flexibility driven by better communication and less
hierarchy, bureaucracy, and red tape.

A company’s return on equity (ROE, a measure of prof-
itability) tends to revert toward average over time.
Highly-profitable companies usually attract competi-
tion, which generally reduces profitability. Conversely,
barely profitable and unprofitable companies tend to
lose competition over time, and those that can stay
afloat tend to become more profitable as a result.

Think about investors in either high profitability
(growth) or low profitability (value) companies over

time. Which group is more likely to have their expecta-
tions exceeded or is more likely to be disappointed?

No one knows what the future holds, or which asset
class or equity style will perform the best over the next
decade. There are too many unknowns, and too many
possibilities. However, when facing an uncertain fu-
ture and needing to invest, why not play the odds?
According to the wisdom of Damon Runyon: “The race
is not always to the swift, nor the battle to the strong, but
that’s the way to bet.”

In addition to style risk and the normal risks of equity investments, small cap value stocks are usually more volatile, less liquid, and more vulnerable to adverse busi-
ness and economic developments than those of larger companies. Past performance is no guarantee of future results. All investments have the risk of loss.
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ABOUT THE 9:05

Since 1978, we’ve held aweekly company-wide meeting during which we talk about
the prior week’s activities and those anticipated in the week to come. We refer to
this meeting, which begins just after nine each Monday morning, as “the 9:05.”
Just as the 9:05 meeting enables us to share our knowledge and insights with each
other, this newsletter provides us with a valuable means of communicating with
our clients. Hence its title: the 9:05.

the 9:05 is published four times a year by Bailard, Inc., 950 Tower Lane, Suite 1900, Foster City, California 94404-
2131. (650) 571-5800. www.bailard.com. Publication dates vary depending upon the availability of critical data, but
usually fall in the first month of each new quarter.

DISCLOSURES

the 9:05 is produced by the Asset Management Group of Bailard, Inc. The information in this publication is based
primarily on data available as of December 31, 2019 and has been obtained from sources believed to be reliable, but
its accuracy, completeness, and interpretation are not guaranteed. We do not think it should necessarily be relied on
as a sole source of information and opinion.

This publication has been distributed for informational purposes only and is not a recommendation of, or an offer
to sell or solicitation of an offer to buy any particular security, strategy, or investment product. It does not take into
account the particular investment objectives, financial situations, or needs of individual clients. Any references to
specific securities are included solely as general market commentary and were selected based on criteria unrelated
to Bailard’s portfolio recommendations or the past performance of any security held in any Bailard account. All
investments have risks, including the risks that they can lose money and that the market value will fluctuate as the
stock and bond markets fluctuate. Asset class specific risks include but are not limited to: 1) interest rate, credit,
and liquidity risks (bonds); 2) style, size, and sector risks (U.S. stocks); 3) increased risk relative to U.S. stocks due to
economic or political instability, differences in accounting principles, and fluctuating exchange rates - with height-
ened risk for emerging markets and even higher risks for frontier markets (international stocks); and 4) fluctuations
in supply and demand, inexact valuations, and illiquidity (real estate). Certain countries (particularly emerging and
frontier markets) can have higher transaction costs and greater illiquidity than the U.S. The volatility of real estate
may be understated due to inexact and infrequent valuations. Real estate has significant risks and is not suitable for
all investors. There is no guarantee that any investment strategy will achieve its objectives. Charts and performance
information portrayed in this newsletter are not indicative of the past or future performance of any Bailard product,
strategy, or account unless otherwise noted. Market index performance is presented on a total return basis (assum-
ing reinvestment of dividends) unless otherwise noted. Past performance is no guarantee of future results. All
investments have the risk of loss. This publication contains the current opinions of the authors and such opinions
are subject to change without notice. Bailard cannot provide investment advice in any jurisdiction where it is pro-
hibited from doing so.
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