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In “Passive Negligence”, we highlighted how investors, on the margin, have been shifting from an

active investment style to a more passive approach by favoring index and sector ETFs and mutual
funds over individual holdings. We raised a concern that, in this mad dash towards the latest fad,
many investors are falling prey to complacency by failing to properly analyze the underlying compa-
nies in which they are ultimately investing.

Since Donald Trump won the election, the Russell 2000 (R2K) has been the darling of the market,
increasing approximately 15%. There are many narratives that support investing in small cap stocks,
as represented by the R2K, and some even have credence. That said, investors should look beyond
these narratives and analyze the index’s current valuation and its underlying holdings to better judge
if the R2K is a good investment.

This article was written in conjunction with J. Brett Freeze, CFA from Global Technical Analysis.

The Russell 2000

Passive investors looking to diversify their equity holdings frequently hold a number of ETFs and mu-
tual funds that blindly follow an index or sector. Many investment professionals employ a similar
approach called “closet indexing”. In other words, they own a portfolio of different equity indices
and some specific sectors as a decoy to their clients. They want the appearance of providing real val-
ue by generating alpha through security selection and not simply buying the “market”. Typically such
strategies, over time, provide market-like returns and little diversification.

The R2K, in the words of Wikipedia, is “by far the most common benchmark for mutual funds that
identify themselves as small cap”. Therefore, the R2K is a favorite among “closet indexers” looking
to diversify their portfolios with small-cap holdings.

Like many broad-based indices, the R2K is composed of a diverse group of companies from varying
industries. Currently, technology, services, healthcare and financials account for approximately 75%
of the market capitalization of the index.

The following aggregate analysis of the R2K decomposes the index into nine industry classifications
as well as a small catch-all category for unclassified companies. The current index constituents were
held constant over the 13 year period that we reviewed. In other words, the data analyzed assumes
the companies currently in the R2K, were in it for the last 13 years. This method allows for a more
consistent evaluation of the index as it is currently composed. Note that 34 of the index constituents
were excluded from this analysis as no data was available. The data used in this analysis is courtesy
of www.gurufocus.com.


http://nebula.wsimg.com/abaf76253837dcb144a4e36f88e336da?AccessKeyId=372BE07F51497C9CD088&disposition=0&alloworigin=1
http://www.globaltechnicalanalysis.com/index.html
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Net Income

Over the last five years, the R2K’s aggregate annual net income has shrunk from $33.6 billion to $9.7
billion, a 73% decline. That compares with nominal GDP growth of +18% and a 1% decline in S&P 500
earnings growth over the same period. Of the nine industries and the catch-all category that comprise

the R2K, only four have experienced income growth over the last five years. Even more interesting
is that 83% of the R2K’s earnings growth over the last five years is from one sector, fi-
nancials. Exclude financial companies from the index, aggregate earnings have been
negative in each of the last two years. The chart below highlights the declining trend in R2K

earnings since 2003, which marks the start of the market’s recovery from the Technology crash.
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R2K earnings, as highlighted above, have declined at an annualized rate of 7.81% despite the 4.15% an-
nualized earnings growth of financial companies.

Market Capitalization

Market Capitalization, also known as market cap, is the aggregate value of the equity shares underlying
the index at a specific point in time. Currently, the R2K’s market cap stands at $2.311 trillion. Financial
companies comprise the largest share at 25.4%, followed by technology (17.5%) and services (16.8%).
Over the last five years, as shown in the graph below, the market cap of the R2K has nearly doubled,

rising 91% despite declining earnings over the same period.
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As the R2K’s market cap steadily increases and earnings fail to follow, the valuation of the index natu-
rally richens. In particular, note the last two years in which the market cap increased despite a sharp

decline in earnings. Currently, the ratio of market cap to net income is at an astronomical
237x, significantly above the post-2003 average of 33x. Holding earnings constant and
regressing the index back to its post-2003 mean, market cap to earnings ratio would
produce an 86% decline in the R2K. Even in an optimistic scenario, where earnings rebound to

the high water mark of $40.90 billion set in 2013, the R2K would need to decline by 42% from its cur-
rent level to produce a market cap to earnings ratio of 33x.

As a point of comparison, the widely reported P/E ratio of 46 for the R2K appears to be much lower
than our value (237x). Unlike, the market benchmark S&P 500, the reported Russell P/E ratio excludes
companies with negative earnings. Our analysis appropriately includes both positive and negative earn-
ings.

What is the Russell?

Thus far, we have shown the paltry earnings growth of the R2K and the unsubstantiated rise in its mar-
ket cap. To try to make more sense of this conflict we return to a point made earlier: financial compa-
nies have provided 83% of all the earnings in the R2K over the last five years. From a fundamental per-

spective, an investor in the R2K has relied almost entirely upon earnings from financial companies, but
has retained exposure to three-quarters of the index which have produced negligible aggregate earn-

ings. In other words, investors are paying a steep premium for what amounts to earn-
ings exposure from financial stocks.
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The KBW bank index is a popular benchmark for the performance of domestic regional banks. Unlike

the major national banks, such as J.P. Morgan and Bank of America, these banks are smaller in size,
have less global exposure, and do a majority of their business in specific regions of the country. The
largest banks in the index are household names such as KeyCorp, M&T Bank and BB&T Corporation.
Some of the lesser-known banks are Berkshire Hills Bancorp, Hanmi Financial Corporation, and Cardinal
Financial Corporation. Nearly 65% of the stocks in the KBW index are included in the R2K.

Passive investors could have extracted a large portion of the fundamental benefits of owning the R2K
by purchasing the KBW index. In substituting KBW for R2K, they would have retained similar exposure
to financials while avoiding a portfolio of additional stocks trading at extreme valuations. The financial
stocks within the R2K currently have a market cap to income ratio of 22.2, well below the 237.4 ratio of
the entire index.

The table below compares the results of R2K and KBW. We used popular ETF’s to replicate investor
performance of the two indices - IWM (R2K) and KRE (KBW).

R2K (IWM) KBW (KRE) R2K (IWM) KBW (KRE)

Last 2 Years Last2 Years Lastb Years Lastb Years
Annualized Return 5.50% 14 .84% 12 54% 17.07%
Sharpe Ratio 0.32 0.63 0.77 0.86

KBW outperformed the R2K on an annualized return basis over the last two and five year periods and
provided better risk-adjusted returns.

Having identified a meaningful anomaly, the next question is how can an investor or portfolio manager
capitalize on it? For those who already own the R2K and are comfortable with market valuations, the
recommendation would be to replace the R2K with a combination of the S&P 500, Wilshire 5000 and
the KBW banking index. The Wilshire 5000 also provides some small cap exposure, but at comparative-
ly reasonable valuations. For those looking to exploit what seems like a mispricing of the R2K, we rec-
ommend a paired trade approach whereby one shorts the R2K and goes long the KBW and the S&P
500.

Summary

Much of the recent post-election price appreciation in the R2K has been based on the performance of
financial stocks. The KBW index, again solely a financial stock portfolio, is up approximately 25% since
the election, compared with 15% for the broader R2K. The recent appreciation in financials is appar-
ently a response to the new administration’s planned policies that are generally viewed as beneficial
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for the financial sector. Given the regulatory oppression of the past eight years, this may very well be a

sound reason to own bank stocks. However, the R2K index is trading at grossly elevated lev-
els. Owning the index for anything other than pure speculative trading is ridiculous.
Owning the index for its bank exposure is insane.

Active investment may not be in style, but that is certainly no reason to ignore sound analytical rigor
and proper logic in making prudent investment allocation decisions.

720 Global is an investment consultant, specializing in macroeconomic research, valuations, asset allo-
cation, and risk management. Our objective is to provide professional investment managers with
unique and relevant information that can be incorporated into their investment process to enhance per-
formance and marketing. We assist our clients in differentiating themselves from the crowd with a fo-
cus on value, performance and a clear, lucid assessment of global market and economic dynamics.

Coming soon 720 Global will offer “The Unseen”, a subscription-based publication similar to what has
been offered at no cost over the past year and a half. In fact, what the subscription offers is precisely
what we have delivered in the past, substance in style and form that provides unique analysis and
meaningful value to discerning investors. Those that have read our work understand the comparative
advantage they have gained over the vast majority of investors that solely focus on the obvious. Our
readers are prepared for what few see.

720 Global research is available for re-branding and customization for distribution to your clients.

For more information about our services please contact us at 301.466.1204 or email

info@720qglobal.com



mailto:info@720global.com
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NOTICE AND DISCLAIMER: This material has been prepared by 720 Global, LLC. Opinions expressed
herein are subject to change without notification. Any prices or quotations contained herein are indica-
tive screen prices and are for reference only. They do not constitute an offer to buy or sell any securities
at any given price. No representation or warranty, either express or implied, is provided in relation to
the accuracy, completeness, reliability or appropriateness of the information, methodology and any de-
rived price contained within this material. The securities and related financial instruments described
herein may not be eligible for sale in all jurisdictions or to certain categories of investors.

Neither 720 Global, LLC nor its directors accept any liability for any loss or damage arising out of the use
of all or any part of these materials.

All rights reserved. This material is strictly for specified recipients only and may not be reproduced, dis-
tributed or forwarded in any manner without the permission of 720 Global, LLC.
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