
There is an echoing chorus in the financial community that small 
cap stocks are cheap.  While we wholeheartedly agree that there 
are indeed many terrific values to be had among smaller stocks, we 
believe attestations to the inexpensiveness of aggregate benchmarks 
of small stocks are dead wrong.  Such claims typically rely on price-
to-earnings (P/E) ratios that ignore the troublingly large share of 
stocks that are unprofitable and valuation measures are drastically 
different when these stocks are included.   

Problems With the Benchmark

In the small cap Russell 2000 ETF, 97% of the benchmark by weight 
has consensus estimates for next-twelve-month net income, but 17% 
of the benchmark is not expected to generate a positive figure.  By 
contrast, in the large cap S&P 500 ETF, only 0.2% are expected to 
generate a loss. While it is troubling enough that nearly 20% of the 
small cap benchmark is projected to be loss making, there is also a 
potentially misleading impact in the way standard price-to-earnings 
(P/E) ratios are calculated.  The traditional P/E calculation takes the 
weighted sum of each stock’s P/E, but excludes stocks with negative 
P/Es as this would depress the aggregate number and flatter the 
valuation.  At present, a P/E calculation for the Russell 2000 ETF 
that excludes companies with P/Es over 250 (eliminating outliers) 
and under zero (eliminating loss-making companies) produces a 
benchmark P/E valuation of 14.4x.  Doing the same analysis for the 
S&P 500 results in a P/E of 20.7.  With a valuation that is nearly 
1/3rd less than the S&P 500, this P/E calculation method that 
excludes the large number of loss-making stocks would seem to 
corroborate claims that small cap stocks are indeed cheaper.

When an alternate P/E calculation methodology is used that includes 
the loss-making companies, this conclusion drastically changes.  A 
second method to measure a benchmark P/E is to simply sum the 
market values of each stock and the net incomes.  The calculation 
is not perfect, but for an index that is weighted by capitalization 
it is fairly accurate and does not suffer from the failure to include 
unprofitable stocks.  On this methodology, the Russell 2000 ETF 
has a P/E of 29.1 versus the original 14.4.  For the S&P 500, which 
has little in the way of unprofitable companies, the figure is 21.0, 

Methodology matters in calculating small and large stock index P/Es.

Figure 1: P/E Ratios for Small & Large Stocks
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Are Small Stocks Really Cheap? It Depends 
which is little changed from the previous 20.7.  Figure 1 contrasts 
these different methodologies and the impact of unprofitable 
companies. 

On the basis of P/E ratios, the small cap Russell 2000 ETF is either 
roughly 2/3 the price of the S&P 500 or nearly 40% more expensive 
depending on whether the significant share of negative earning 
companies are included.  Unfortunately, it is the P/E figure that 
excludes loss making companies that is most often bandied about 
in discussions of relative value and little consideration is given to the 
underlying details of how this figure is measured. 

Selectivity Reveals Opportunity

Just because small cap benchmarks may not be as cheap as they at 
first appear does not mean that small cap stocks are unattractive—far 
from it.  By avoiding unprofitable stocks and measuring valuation on 
the basis of free cash flow rather than net income (see our accounting 
& valuation paper as to why), our small/mid quality and value 
strategy offers a free cash flow to market cap yield on next twelve 
month estimates that is substantially more attractive than either the 
starting Russell 2000 or the S&P 500.  However, we would note one 
more issue.  Utilizing Free Cash Flow, rather than Earnings against 
market prices provides better comparisons, but potentially misses 
the impact of debt, which is another critical issue for small stocks 
that we have written about.  If debt is included in the denominator 
of the yield calculation to calculate what we believe is an even better 
valuation measure of free cash flow to enterprise value (FCF to 
EV), the picture changes even further and highlights again how 
small stocks in aggregate (the Russell 2000 ETF) are actually more 
expensive than their large cap peers (the S&P 500).  Both free cash 
flow measures in Figure 2 highlight the valuation differential our 
small/mid QV provides over the benchmarks by being selective and 
avoiding unprofitable and highly leveraged businesses.

Free cash flow valuation measures are not distorted like P/E metrics are.

Figure 2: Free Cash Yields for Small & Large Stocks
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U.S. Small/Mid Cap Quality & Value Composite Performance:
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Cumulative Return (Inception through 12/31/23)

Distillate SMID QV

iShares Russell 2000 ETF

iShares Russell 2000 Val ETF

Source: U.S. Bank, Morningstar Data; Inception 3/31/2019. One cannot invest directly in an index. See performance disclosures. 
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Distillate SMID QV: Upside & Downside Capture vs. Russell 2000 ETF           
(since inception)

Source: Zephyr Analytics, see definition

Past performance does not guarantee future results. See disclosures. Upside Capture reflects the relative compounded annualized return of a strategy compared to that of 
the benchmark in periods (months) when the benchmark rose in value; Downside Capture is the same but for periods when the benchmark fell in value.  One cannot invest 
directly in an index.
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Distillate Capital Partners LLC (“Distillate”), is a registered investment adviser with United States Securities and Exchange Commission in accordance with 
the Investment Advisers Act of 1940. The firm’s list of composite descriptions is available upon request.

Distillate claims compliance with the Global Investment Performance Standards (GIPS®).  GIPS® is a registered trademark of CFA Institute. CFA Institute does 
not endorse or promote this organization, nor does it warrant the accuracy or quality of the content contained herein.  To receive a GIPS Report and/or our 
firm’s list of composite and broad distribution pooled funds descriptions please email your request to info@distillatecapital.com.

The U.S. Dollar is the currency used to express performance.  Returns are presented net of management fees and include the reinvestment of all income.  For 
non-fee-paying accounts, net of fee performance was calculated using a modeled management fee equal to the highest investment management fee that 
may be charged for the applicable composite (see fee schedule below). For accounts calculated with a per share, net-of fee NAV, gross performance was 
calculated by adding back the unitary fee associated with that fund. Policies for valuing investments, calculating performance, and preparing GIPS Reports 
are available upon request.

The investment management fee schedule for the strategies discussed are as follows: 0.39% for U.S. Fundamental Stability & Value; 0.55% for U.S. Small/
Mid Quality & Value; 0.79% for U.S. Large Cap Value 130/30; and 0.55% for International Fundamental Stability & Value.  Management fees may vary and are 
negotiable.

Data for the Firm’s investment strategies are based on a representative account for each composite.  Actual holdings and performance may differ between 
accounts or vehicles offered by the Firm due to the size of an account, client guidelines, or other constraints and restrictions related to that account or vehicle.

This material is provided for informational purposes only and is not intended as an offer or solicitation for the sale of any financial product or service or as a 
recommendation or determination by Distillate that any investment strategy is suitable for a specific investor. Investors should seek financial advice regarding 
the suitability of any investment strategy based on their objectives, financial situations, and particular needs. The investment strategies discussed herein may 
not be suitable for every investor. This material is not designed or intended to provide legal, investment, or other professional advice since such advice always 
requires consideration of individual circumstances. If legal, investment, or other professional assistance is needed, the services of an attorney or other profes-
sional should be sought. The opinions, estimates, and projections presented herein constitute the informed judgments of Distillate and are subject to change 
without notice. Any forecasts are subject to a number of assumptions and actual events or results may differ from underlying estimates or assumptions, which 
are subject to various risks and uncertainties. 

All investments in securities, options and derivatives involve a risk of loss of capital and no guarantee or representation can be made that an investment will 
generate profits or that an investment will not incur a total loss of invested capital. Past performance does not guarantee future results and there can be 
no assurance that the future performance of any specific investment, investment strategy, or product will be profitable, equal any corresponding indicated 
historical performance level(s), or prove successful. Investment returns and value will fluctuate in response to issuer, political, market, and economic devel-
opments, which can affect a single issuer, issuers within an industry, economic sector or geographic region, or the market as a whole. Furthermore, nothing 
herein is intended to imply that Distillate’s investment strategies may be considered “conservative”, “safe”, “risk free” or “risk averse.”  Portfolio holdings and 
sector allocations are subject to change at any time and should not be considered recommendations to buy or sell any security. The information in this pre-
sentation has been obtained or derived from sources believed to be reliable, but no representation is made as to its accuracy or completeness.

This presentation contains forward looking statements, which can be identified by the use of forward-looking terminology such as “may”, “will”, “should”, “ex-
pect”, “anticipate”, “target”, “project”,” estimate”, “intend”, or “believe”, or the negatives thereof or any other variations thereon or other comparable terminology. 
Because such forward looking statements involve risk and uncertainties, actual results may differ materially from such expectations or projections. Any such 
forward-looking statements should not be construed to be indicative of the actual events that will occur nor should they be considered guarantees of future 
events in any form.

The U.S. Fundamental Stability & Value  composite seeks to distill a starting universe of large cap U.S. equities into only the stocks where quality and value 
overlap using Distillate’s proprietary definitions. Its goal is to achieve superior compounded long-term returns by limiting downside in periods of market stress, 
while still providing strong performance in up markets. This composite was created in May 2017.

The U.S. Small/Mid Cap Quality & Value  composite seeks to distill a starting universe of small- and mid-cap U.S. equities into only the stocks where quality 
and value overlap using Distillate’s proprietary definitions. Its goal is to achieve superior compounded long-term returns by limiting downside in periods of 
market stress, while still providing strong performance in up markets. This composite was created in March 2019.

Free Cash Flow refers to a company’s operating cash flow, less its capital expenditures.  Free Cash Flow to Market Cap Yield refers to a company’s or 
group of companies’ free cash flow divided by the company’s (or companies’) Market Capitalization, with a higher resulting ratio indicating a more attractive 
valuation. Free Cash Flow to Enterprise Value Yield refers to a company’s or group of companies’ free cash flow divided by the company’s (or companies’) 
Enterprise Value, with a higher resulting ratio indicating a more attractive valuation.  This metric is a valuation measure and not a form of investor yield. 

Figure 2 Methodology notes: 	 1. P/E ratio in the traditional measure calculates the inverse weighted sum of all P/Es that are under 250 and above 0.  The 
summed net income and market cap P/E calculation sums all the net incomes and market caps for each index and calculates the ratio of one to the other. 
2. Free cash flow measures exclude stocks with yields over 50 and under -50 and indexes are reweighted for their exclusion as well as for stocks without data.

The S&P 500 Index is an index of roughly the largest 500 U.S. listed stocks maintained by Standard & Poor’s.  The iShares Russell 2000 ETF is an investable 
benchmark used as a proxy for the underlying Russell 2000 Index, an index of U.S. listed small cap stocks.

Indices are not available for direct investment. Investment in a security or strategy designed to replicate the performance of an index will incur expens-
es, such as management fees and transaction costs, which would reduce returns.
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