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The Russell 2000 Index has passed a moment of truth relative to the S&P 500 Index. From year-end 1994
through year-end 2013, the Russell 2000 outperformed the S&P 500 by only 23 basis points per annum.
However, extend the time period by only eight months to August 29, 2014, and the Russell 2000
underperforms the S&P 500 by 20 basis points over an almost 20-year period.
These results would most likely severely confound
the many academics engaged in asset allocation
theory, because they beg the following question:
why would a presumably rational investor hold the
more volatile Russell 2000 for a long period of time
only to see it fail to outperform, or even
underperform, the less volatile S&P 500?
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value on the same date. The most recent S&P 500
factsheet from S&P Dow Jones Indices provided the
Standard Deviation (%)
price-to-book, or P/B ratio as of March 31, 2014;
therefore, one cannot make a precise comparison Source: Bloomberg
between the numbers calculated by the index
provider and the ETF provider for the S&P 500. In fact, there are many different methodologies for
calculating the price-to-book ratios. For example, one may calculate the price-to-book of every single
security in the index, and then determine the weighted-average price-to-book by calculating the
weighting factor of each security, and arrive at the weighted-average price-to-book. Or one could collapse
the shareholders’ equity of every company in the index and compare that to the aggregate market
capitalization of the index to get a different price-to-book. The latter methodology seems to be the more
accurate way to do it, but there are many other methods.
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Price-to-Book Ratio as of July 31, 2014
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Russell 2000 Index

The salient point here is to consider
the consequence of these differing
ratios. If Russell is right—with the
price-to-book value ratio of the S&P
500 approximately twice the Russellcalculated price-to-book-value ratio—
then in order to maintain financial
performance parity with the Russell
2000, the S&P 500 needs to earn at
least 2x the returns on equity that the
Russell 2000 earns, and probably
more than that, because the Russell
companies generally reinvest more of
their earnings in their businesses. The
S&P 500 companies pay out more of
their
earnings
as
dividends;
accordingly,
the
S&P
500

reinvestment rate is much lower.
The Russell 2000 ETF trades at a higher price-to-earnings, or P/E multiple (28.62x for IWM versus 22.05x
for IVV as of July 31), but this is due to the fact that it comprises a variety of development-stage companies
that have yet to generate meaningful earnings. For example, there are biotech companies that are
modestly profitable but have yet to produce significant earnings, but that does not mean they will not in
time. It is important to note that iShares employs some computational heuristics for its ETFs: P/Es above
60 are automatically reset to 60x, irrespective of how high these may be in reality, and negative earnings
are excluded from the calculation. Russell calculates a P/E of 21.26x for the Russell 2000 as of July 31,
which figure also excludes negative earnings. S&P Dow Jones Indices calculates a P/E of 18.57x for the
S&P 500 as of the same date.
The P/E is a much more simplistic, maybe even naive, way to view the difference between the Russell
2000 and the S&P 500. Price-to-book value is actually a much more reasonable methodology. Generally
speaking, book value is less prone to manipulation than are earnings, and book value growth is reflective
of business performance. Furthermore, as P/E is driven by recent or current earnings, it may not be
meaningful for development-stage companies (such as many of those that comprise the Russell 2000) for
which current earnings are not necessarily indicative of potential earnings. This makes is difficult to use
P/E when comparing established companies such as those that comprise the bulk of the S&P 500 to
nascent companies such as those in the Russell 2000.
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The more frequent use of P/E than P/B as a valuation metric is an example of availability error. The P/E
ratio is much more readily available in the news media than is the price-to-book-value ratio and, therefore,
people talk about it more. That does not mean, however, that it is the more important statistic, and the
discrepancy between the different calculations highlights the importance of considering various financial
metrics in context. Furthermore, the valuation gap may widen between the S&P 500 and the Russell 2000.
At current valuation levels, it would seem reasonable to move money from the S&P 500 to the Russell
2000. Yet, year-to-date through August 29, 2014, IWM experienced net outflows of $2.1 billion1, which,
considered against its $24 billion in total net assets (as of August 29), is a considerable loss of assets under
management in only eight months. In order to place these outflows in context, consider that between
2001 and 2013, there were only three years in which this ETF experienced outflows: 2007, 2009, and 2011,
and in none of those years did the outflows reach $2 billion. Thus far in 2014, as IWM was experiencing
outflows, IVV recorded $2.9 billion of net inflows. It appears, therefore, that asset allocators are moving
money from the Russell 2000 to the S&P 500 when it might be time to do the opposite. If small cap stocks
are indeed a separate asset class that should exhibit higher return for their higher risk, we are quite
perplexed by recent flows given current valuation. As contrarian investors, we frequently invest in the
very areas of the market that have fallen into disfavor by the broader markets—the long-term historical
performance of the Russell 2000 has not justified the higher volatility experienced by those investing in
it, but looking forward, smaller cap stocks as an asset class appear to be trading at more attractive levels
than do larger cap stocks.
If you would like to read additional research on the Russell 2000 Index, we are happy to provide upon
request our October 2012 white paper: Russell 2000® Index Construction: When Small Caps Became a Big
Problem.
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Source: www.etf.com
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DISCLAIMER
Past performance is not indicative of future returns. This information should not be used as a general guide
to investing or as a source of any specific investment recommendations, and makes no implied or
expressed recommendations concerning the manner in which an account should or would be handled, as
appropriate investment strategies depend upon specific investment guidelines and objectives. This is not
an offer to sell or a solicitation to invest.
The Standard & Poor’s 500 Index represents an unmanaged, broad-based basket of stocks. It is typically
used as a proxy for overall market performance. The S&P 500 Index returns assume that dividends are
reinvested. The Standard & Poor’s 500 Index represents an unmanaged, broad-based basket of stocks. It
is typically used as a proxy for overall market performance. The S&P 500 Index returns assume that
dividends are reinvested. The Russell 2000 Index represents the approximately 2,000 small-cap companies
in the Russell 3000 Index, which is made up of 3,000 of the biggest U.S. stocks. The Russell 2000 serves as
a benchmark for small-cap stocks in the United States. You cannot invest in an index.
This information is intended solely to report on investment strategies implemented by Horizon Kinetics LLC.
Opinions and estimates offered constitute our judgment and are subject to change without notice, as are
statements of financial market trends, which are based on current market conditions. Under no
circumstances does the information contained within represent a recommendation to buy, hold or sell any
security, and it should not be assumed that the securities transactions or holdings discussed were or will
prove to be profitable. There are risks associated with purchasing and selling securities and options
thereon, including the risk that you could lose money.
Horizon Kinetics LLC is the parent company to several US registered investment advisers, including Horizon
Asset Management LLC (“Horizon”) and Kinetics Asset Management LLC (“Kinetics”). Horizon and Kinetics
manage separate accounts and pooled products that may hold certain of the securities mentioned herein.
This information has been obtained by sources believed to be reliable but no representation is made
regarding the accuracy of completeness. For more information on Horizon Kinetics, you may visit our
website at www.horizonkinetics.com.
No part of this material may be: a) copied, photocopied, or duplicated in any form, by any means; or b)
redistributed without Horizon Kinetics’ prior written consent.
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