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Markets	Recap
The global equity rally of late 2016
continued into 2017. All asset classes
posted a positive gain for the month,
with Emerging Markets and Pacific
Stocks leading the charge.

This presents a tempting opportunity for
entities like Morningstar to categorize
funds into peer groups (small-cap value,
small-cap blend, small-cap growth, etc.) A
Star Rating is then assigned based on its
standing within that peer group. The idea
is to create convenient apples-to-apples
comparisons to make it easy for investors
to identify thebest managed mutual funds
for each category. These star ratings carry
a lot of clout in themarketplace.

The flaw in this approach: funds tend to
drift across style groups over time. As a
result, two seemingly comparable funds in
the same peer group could in fact have
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had wildly different exposure histories,
making long-term performancecomparisons
invalid.

The accompanying chart plots the style
exposures of all mutual funds that
Morningstar categorizes as small-cap
blend; meaning mutual funds that
always invest in small companies and
always maintain a blend of value stocks
and growth stocks. Morningstar
currently pegs 306 distinct funds in this
category. Our chart shows the56 funds
that have been around at least twenty
years. We measure the exposure of
each fund year-by-year over the twenty

Questioning thePeerGroup System
In the U.S. stock market (and in most
other stockmarkets) small companies at
times perform very differently from
large companies. Similarly, value
companies (companies trading at high
dividend yields and low multiples to
book value) at times perform very
differently from growth companies.
Understanding these distinctions is
critical when evaluating a fund
manager. In 2007, large-cap growth
stocks were up 11.8%; small-cap value
stocks came in at negative 9.8%; a
spread of 21.6 percentage points. In
recent times there has been a double-
digit spread between the best and the
worst U.S. style group seven of eleven
years.
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years. Each “+” on the graph marks the
exposure of one fund at one point in time.
The red diamond at the bottom shows
the very stable exposure history of the
Russell 2000 index of small-cap stocks.

From these 56 funds, we have flagged
one glaring example of “style drift,” but
there are many, many others. The
Steward Small-Mid Cap Enhanced Index
Fund is shown in Figure 1, marked as a
green triangle, with larger symbols
representing more recent
observations. One would expect a
small-cap blend fund’s exposure to track
closely with the Russell 2000
index. However, the smallest triangles,
from the fund’s early history,
demonstrate that the fund had almost
no small-cap exposure until 2006. Even
when the styledrifts into the two small-
cap quadrants, it bounces
between value and growth, but is rarely
a balanced blend of the two.

At Cape Ann Capital we recognize the
flaws in traditional peer-group analysis,
and instead rely upon Returns Based
Style Analysis to measurea fund’s track
record against its unique style
exposures over time. Our clients
benefit from more accurate manager
skill evaluation and better risk
control. We do not rely on a flawed peer
group ranking as a guide to assessing
skill, nor do we rely on a flawed
style group label as a guide to
diversification.

Figure 1: A true small-cap blend fund should stay close to the Russell 2000 index, shown by the red
diamonds at the bottom center of this chart. The Steward Small-Mid Cap Enhanced Index Fund (green
triangles) has almost no small-cap exposure from 1996-2006 (smaller triangles in top right quadrant),
then drifts back and forthbetween the bottomtwoquadrants, rarelystayingin the blend range in the center.
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