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Market Analysis: Europe/North America

The US stock market has 
performed well in recent 
years as the economy has 
maintained a steady, albeit 
subpar, expansion following 
the 2008 fi nancial crisis.

Equities have benefi ted from 
a strong rebound in corporate 
earnings, fi rst due to cost 
cutting, and then followed by 
improved global demand. The 
positive backdrop for riskier 
assets has been aided by 
ample liquidity supplied by the 
Federal Reserve.

Valuations are clearly not 
as cheap as they once were, 
but we still think there are 
selective opportunities in US 
stocks, particularly in large-
cap equities, which have 
trailed their more US-centric 
small cap peers.

Over the past year to 31 
August, the Russell 2000 
index has returned about 26%, 
easily outpacing the nearly 
19% return of the S&P 500 

index. This is no one-year 
phenomenon, however. Small 
caps have been outperforming 
large caps for several years.

Since the market lows of 
March 2009, small caps have 
generated three percentage 
points of excess return per 
year versus large caps.

However, we think large caps 
have underperformed and are 
still attractively valued. Based 
on data going back to 1995, 
the whole S&P 500 index has 
sold for about 18.3x trailing 
one-year earnings on average, 
compared to about 17.4x for 
the Russell 2000. Today, the 
S&P 500 sells for about 15.4x 
versus 18.8x for the Russell 
2000.

US mutual fund cashfl ows 
are a direct refl ection of 
these trends; there have 
been outfl ows from large-
cap funds in each year from 
2008 to 2012. When you have 
forced selling due to net 

outfl ows instead of thoughtful 
selling driven by investment 
processes, we think there will 
be bargains.

The opposite was true back 
in 2000 at the peak of the tech 
bubble, an era when small caps 
were out of favour. Large caps 
sold for multiples in the high 
20s compared to high teens 
for small caps. That valuation 
divergence positioned small 
caps to outperform over the 
long term, and that is precisely 
what we have observed over 
the past 13 years with the 
Russell 2000 generating 
roughly 350 basis points of 
excess annualised return over 
the S&P 500.

One way to assess relative 
value across asset classes is 
to look at a company’s free 
cashfl ow yield compared to the 
level at which it can issue ten-
year debt. This ratio tells you 
how well you are being paid to 
be an owner versus a lender to 

the same business.
The free cashfl ow yields 

of large-cap companies are 
in some cases two to three 
times the rate at which they 
can issue debt. Comparatively, 
small caps are more expensive 
as their free cashfl ow yields 
are lower, whereas their cost 
of debt is higher.

So with large-cap stocks, 
we fi nd investors are able to 
purchase relatively better 
businesses at cheaper prices.

George Sertl is a portfolio 
manager on the US value 
team at Artisan Partners

George Sertl on North America 

Bull Points
Large caps have a quality and valuation 

advantage
Large cap yields are attractive relative to 

their cost of debt

Bear Points
Small-cap stocks look expensive
Smaller companies have weaker  

balance sheets



Past performance does not guarantee and is not a reliable indicator of future results.  Investments will rise and fall with market fl uctuations and investor 
capital is at risk.  Equity investing involves market risk, among others. There is no guarantee the market will perform favorably over a given time.  

The views and opinions expressed are those of George Sertl, portfolio manager of Artisan Value Fund and do not necessarily represent those of Artisan 
Partners.  The statements are based on current market conditions at the time of publication, which will fl uctuate and those views are subject to change 
without notice. While the information contained herein is believed to be reliable, there no guarantee to the accuracy or completeness of any statement in 
the discussion. This material is for informational purposes only and should not be considered as investment advice or a recommendation of any investment 
service, product or individual security. Any forecasts contained herein are for illustrative purposes only and are not to be relied upon as advice or interpreted 
as a recommendation

Russell Investment Group is the source and owner of the Russell Index data contained or refl ected in this material and all trademarks and copyrights related 
thereto. The presentation may contain confi dential information and unauthorized use, disclosure, copying, dissemination or redistribution is strictly prohibited. 
This is a presentation of Artisan Partners. Russell Investment Group is not responsible for the formatting or confi guration of this material or for any inaccuracy 
in Artisan Partners’ presentation thereof.

The Russell 2000® Index is an unmanaged, market-weighted index of about 2,000 small U.S. companies.  Its returns include net reinvested dividends but, 
unlike the Fund’s returns, do not refl ect the payment of sales commissions or other expenses incurred in the purchase or sale of the securities included in the 
index.  An investment cannot be made directly into an index.    

S&P 500 is an index of 500 of the largest U.S. companies.

P/E Ratio:  Price-to-Earnings (P/E) is a valuation ratio of a company’s current share price compared to its per-share earnings. FCF Yield:  Free Cash Flow 
is a measure of fi nancial performance calculated as operating cash fl ow minus capital expenditures. ROI: Return on Investment (ROI) is a performance 
measure used to evaluate the effi ciency of an investment or to compare the effi ciency of a number of different investments. 

Artisan Funds offered through Artisan Partners Distributors LLC (APDLLC), member FINRA. APDLLC is a wholly owned broker/dealer subsidiary of 
Artisan Partners Holdings LP. Artisan Partners Limited Partnership, an investment advisory fi rm and adviser to Artisan Funds, is wholly owned by Artisan 
Partners Holdings LP.
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