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Now Is A Good Time to Buy Small Cap Growth

P

eter Lynch once famously said
that longer-term the markets
will go up 8% annualized because that’s how fast companies grow
their earnings on average. Of course,
John Bogle had something to say
about that. It depends on the price
you are paying for your investments.

Earnings growth for the profitable companies of the Russell 2000
Growth index continue to look robust. Earnings estimates from FactSet
are currently projecting a 24% gain
during the current year.
Through the first four plus months of
2022, the Russell 2000 Growth Index
is down 29.2%. It’s now down 38%
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from its all-time high posted almost
15 months ago on February 9, 2021.
From a valuation perspective, we’ve
quickly gone from significantly overvalued to significantly undervalued. At
the end of 2020, the profitable companies of the Russell 2000 Growth
index were trading at 28.2 times FY2
estimated earnings. Today, that figure
is 13.3 times. (See Chart 2).

P/Es are low and take some profits
when P/Es are high. His comments
were made heading into the 90s after
an incredible run during the 80s. Of
course, stocks did go on an amazing
run in the late 90s, but Bogle’s point
was prescient as stocks struggled during the first half of the decade.
John Bogle utilized a simple construct
for projected future returns for the
market. Take Peter Lynch’s 8% earnings growth and then adjust it for

John Bogle’s point was simple. Add
money to stocks when broad market
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The Disclosures Section is an integral part of this presentation.
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Chart 2: Year-End Price to Earnings
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Three decades-plus later, Peter Lynch
seems to continue to be right. For profitable small cap growth companies,
the annualized growth rate for the last
twenty years has been 9.4% through
year-end 2021 (see Chart 1). Of course,
we saw quite a spike in growth during
2021, so if we back up a year, the 19year annualized growth rate through
the end of 2020 was 7.6%. It makes a
difference, but either way, it looks like
Peter Lynch is directionally correct.

Chart 1: Indexed Earnings
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what he thought the change in P/E would be. A more statistically pure way of doing this math is a binomial regression
using annual year-end P/Es for the market and subsequent five-year returns.
Using such a construct, for the profitable companies of the Russell 2000 Growth index, we get an intercept of 47.9%
and a slope of -2.15%. These slopes and intercepts were calculated off of 15 years of P/E data from year-end 2001
through year-end 2016 and five-year returns starting with year-end 2001 and ending with the five-year return starting
on 12/31/2016.
So, with the P/E of the profitable companies of the Russell 2000 Growth index sitting at 13.3 times fiscal year two estimated earnings, what does this formula suggest for forward returns? Let’s apply the formula:
Five year forward annualized returns = 47.9% + (13.3 X -2.15%) = 19.4%.
Of course, it’s ridiculous to think that the future five years forward can be predicted by a binomial regression. We think
earnings growth will be slower than average over the next five years. However, there is decades worth of market research
that suggests buying stocks after a large sell-off is rewarding. We’ve had a large sell-off in small cap growth stocks. And
this to me, looks like a good entry point. Some simple math supports that thesis. We’re not as optimistic as the math suggests, but our outlook from here is definitely constructive. We would not be at all surprised by double-digit annualized
returns over the next five years from here.
Raymond James put out this graphic two weeks ago:

The bars represent how expensive or cheap each style box is for the U.S. markets relative to their own history over the last
20 years. A tall bar indicates that segment of the market is expensive, and a short bar indicates that it is cheap.
This is fascinating stuff. Basically, all large cap styles are expensive (value, core, and growth) while all midcap and small
cap styles are cheap. Their math suggests that the profitable companies of the Russell 2000 Growth index are currently
in the 18th percentile. Their analysis supports our conclusion but also adds some needed broader perspective. Not all
asset classes are cheap.
Now is a good time to add to your small cap growth positions. If you do not have an investment in small cap growth,
please feel free to contact us. We can help you with that.
If you would like to learn more about Renaissance’s Small Cap Growth Strategy, please contact
Mary Meiners, Director of Client Services (mcm@reninv.com, 513-723-4554), or
Paul Radomski, Lead Portfolio Manager for our Small Cap Growth Strategy
(par@reninv.com, 513-607-3496).
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DISCLOSURES
This Market Update reflects the thoughts of Renaissance as of April 30, 2022. This information has been provided by Renaissance Investment Management. All material presented is compiled from sources believed to be reliable and current, but accuracy cannot be guaranteed. This is not to be construed as an offer to buy or sell any
financial instruments and should not be relied upon as the sole factor in an investment making decision, nor should it be considered a recommendation. The views and
opinions expressed are those of the Portfolio Manager at the time of publication and are subject to change. There is no guarantee that these views will come to pass. As
with all investments, there are associated inherent risks. Please obtain and review all financial material carefully before investing.

PERFORMANCE
If Renaissance or benchmark performance is shown, it represents historically achieved results, and is no guarantee of future performance. Future investments may be made
under materially different economic conditions, in different securities and using different investment strategies and these differences may have a significant effect on the
results portrayed. Each of these material market or economic conditions may or may not be repeated. Therefore, there may be sharp differences between the benchmark
or Renaissance performance shown and the actual performance results achieved by any particular client. Benchmark results are shown for comparison purposes only.
The benchmark presented represents unmanaged portfolios whose characteristics differ from the composite portfolios; however, they tend to represent the investment
environment existing during the time periods shown. The benchmark cannot be invested in directly. The returns of the benchmark do not include any transaction costs,
management fees or other costs. The holdings of the client portfolios in our composites may differ significantly from the securities that comprise the benchmark shown.
The benchmark has been selected to represent what Renaissance believes is an appropriate benchmark with which to compare the composite performance.
The value of an investment may fall as well as rise. Please note that different types of investments involve varying degrees of risk and there can be no assurance that any
specific investment will either be suitable or profitable for a client or prospective client’s investment portfolio. Investor principal is not guaranteed and investors may not
receive the full amount of their investment at the time of sale if asset values have fallen. No assurance can be given that an investor will not lose invested capital. Consultants supplied with these performance results are advised to use this data in accordance with SEC guidelines. The actual performance achieved by a client portfolio may
be affected by a variety of factors, including the initial balance of the account, the timing and amount of any additions to or withdrawals from the portfolio, changes
made to the account to reflect the specific investment needs or preferences of the client, durations and timing of participation as a RIM client, and a client portfolio’s
risk tolerance, investment objectives, and investment time horizon. All investments carry a certain degree of risk, including the loss of principal and are not guaranteed
by the U.S. government.

RUSSELL DATA
FTSE Russell is the source and owner of the trademarks, service marks and copyrights related to the Russell Indexes. Russell® is a trademark of FTSE Russell.
This presentation may contain confidential information and unauthorized use, disclosure, copying, dissemination or redistribution is strictly prohibited. This is a
presentation of Renaissance Investment Management. FTSE Russell is not responsible for the formatting or configuration of this material or for any inaccuracy
in Renaissance’s presentation thereof.

REFERENCED INDEX

(Indices are unmanaged and are not available for direct investment.)
Russell 2000 Growth Index—The Russell 2000 Growth Index is composed of the smallest 2,000 of the 3,000 largest U.S. companies based on total market capitalization with higher price-to-book ratios and higher forecast growth values.
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