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Managers Of U.S. Assets
The Case For

Small Cap

By: J. Sebastian van Berkom and Steve Boutin

n last year's federal budget. the Cana-
dian government substantially
increased the foreign content level for
Canadian pension funds from 20 per
cent of book value to 30 per cent in
2001. Most Canadian pension funds had
been lobbying for such a change for many
years, and many are now faced with imple-
menting the more aggressive response by
government to maximize their foreign con-
tent exposure to 30 per cent.

With sponsors looking for vehicles out-
side of Canada in which to invest, U.S.
small cap enables Canadian pension funds
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the Frank Russell Company. It breaks down
the U.S. equity market into four key market
capitalization groups. The Russell 3000
Index represents about 98 per cent of
investable U.S. stocks and small capitaliza-
tion stocks represent approximately eight
per cent of the total capitalization of the
Russell 3000.

The average market cap of the Russell
2000 was $482.9 million and the median
market cap of the index was $361.6 mil-
lion, as at June 30, 2000. Small cap stocks
had a market-cap range from the smallest to
the largest of $17.6 million to $3.3 billion.
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to achieve two objectives — the maximiza-
tion of their foreign content limit and, at the
same time, a reduction of their risk in a
highly-valued U.S. stock market as mea-
sured by the S&P 500 Total Return Index.

The most complete analysis of the U.S.
stock market is undertaken every year by
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Chart 1 shows the long-term rates of
return of the most commonly used asset
classes in the United States from 1925 10
1999 inclusive. During that time, small cap

stocks have outperformed the other asset
classes and have provided significant total
returns to large company stocks as repre-
sented by the S&P 500 Index.

Although the long-term rates of return of
small cap stocks versus the S&P 500 Index
did well. the relative rates of return, clearly
demonstrate that there are significant peri-
ods of under and/or outperformance for
small cap stocks versus the market.

While the long-term relative trend is
positive. there are long cycles of under and
outperformance that are summarized in
Chart 2.

On average small cap stocks underper-
formed the S&P 500 Index for 5.7 years
and outperformed the S&P 500 Index on
average for 6.1 years. During the year
2000, small cap stocks significantly outper-
formed the market. In the following sec-
tions, we will explore whether the year
2000 may turn out to be the bottom for
small cap stocks.

Valuation Of Small Cap Stocks

There are many ways to look at the val-
uation of U.S. small cap stocks versus the
market. Over the years, many U.S. consul-
tants and sponsors have adopted a real U.S.
small cap growth fund as one of the many
ways to look at the relative value of U.S.
small cap stocks versus the market. Chart 3
shows the relative valuation of the New
Horizons Fund managed by T. Rowe Price
since 1961. The New Horizons Fund man-
ages more than $6 billion in 283 U.S. small
cap growth stocks,

The graph in the chart shows the relative
P/E ratio of the New Horizons Fund versus
the S&P 500 Index. As you can see, the rel-
ative valuation of the New Horizons Fund
is at the low end of the historical range of
relative value. In fact, now is the fourth
time in the last 40 years that the relative
valuation is at the low end of the historical
range.

Therefore, it would appear that after an
underperformance period of 5.8 years,
small cap stocks have not only matched the
average duration of down cycles since
1925, but also now trade at the lower end of
the range of relative valuation, The fall of
1999 may very well have signaled the bot-
tom in the relative bear market of small cap
stocks versus large cap stocks.

The five years of total returns from 1993
to 1998 inclusive show that the Russell
2000 Index has increasingly underper-
formed the S&P 500 Index. In fact, these
five years are the worst underperformance
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period for the Russell 2000 Index since its
inception of the index in 1978! Perfor-
mance since the fall of 1999 indicates that
the Russell 2000 Index has started to out-
perform the S&P 500 Index.

Performance Of Various U.S.
Equity Indices

A much broader comparison of how the
Russell 2000 Price Index performed rela-
tive to various U.S. equity indices shows all
of the small cap and mid cap indices in the
U.S. outperformed all of the various large
cap indices in the year 2000. For example,
for U.S. small cap indices as of December
31, 2000, the rate of return for the Russell
2000 was -4.3 per cent; the S&P Small-Cap
600 was 11 per cent; and the S&P Mid-Cap
returned 16.2 per cent. For large cap
indices, the S&P 500 Composite returned -
10.1 per cent; Dow Jones 30 Industrials
were at -6.2 per cent; and the Nasdaq Com-
posite return was -39.3 per cent. [t would
appear that either investorsi liquidity pref-
erence is now towards undervalued mid
and small cap stocks, or that the very large,
cap stocks are experiencing a major down-
ward valuation that is causing this relative
outperformance.

We believe that small cap outperfor-
mance is a function of these two above-
mentioned factors. The collapse in the high
technology bubble has forced investors to
look for value in stocks rather than just
buying a narrow segment of the market that
was seen as a new paradigm. Old-fashioned
stock-picking techniques are now taking
over from the mania of technology, and
with an economic environment that appears
to be slowing dramatically, investors now
sense the need to look at fundamentals.
Thus, we believe that liquidity will contin-
ue to be channelled into undervalued
stocks, of which small cap is certainly one
area where tremendous value can be found.

The Case For Diversifying

Canadian pension funds are increasing
their foreign content to 30 per cent as a
result of the limits being raised in last
year's federal budget. Normally about
one-half of the foreign content is allocat-
ed to the U.S. equity market and the other
one-half is allocated to EAFE equity
markets.,

U.S. small cap stocks are an attractive
long-term asset class that can add signif-
icant value relative to the market. The
underperformance cycle for small cap
stocks seems to have ended at the end of
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Relative Performance Versus the S&P 500 Index
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1998, and the relative value of small cap
stocks reached their lowest levels in 40
years in the fall of 1999! Recent perfor-
mance of small cap stocks versus various
indices indicates the continued strength
in the performance of small cap stocks.
This may be due to the fact that the mar-
ket is finally broadening out and that the
technology, telecommunications, and
media bubble which burst in April 2000
is the principal driver in forcing investors
to return to fundamental analysis and
stock picking.

In conclusion, diversifying into U.S.

small cap stocks — using
the Russell 2000 Index as
the benchmark for this
asset class — provides a low
risk way of increasing for-
eign content into the U.S.
market at this time. |

J. Sebastian van Berkom is
president and Steve Boutin
is vice-president, U.S. small
cap equities division, at Van
Berkom and Associates Inc.
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