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Why Canadian Small Cap Is Beautiful

• Size Is A Major Differentiator in Canada
• Small Cap Breadth Creates Opportunities for Skillful 

Managers
• Neglect Effect Also Provides for Market Inefficiencies
• Provides Diversity In Fundamental Drivers
• US and Cdn Small Cap Stocks Are Complements
• Capacity Aware and Liquidity Management Are Critical
• Market Outlook Favors Canadian Small Caps
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Breadth Is Important For The Success of Active Management

Source: Active Portfolio Management, by R. Grinold & R. Kahn, McGraw Hill, New York, NY, 2000

Information Ratio = (Excess Return)/(Tracking Error)               
Tracking Error = Standard Deviation of Excess Return

The Magic Formula of Active Investment Management

The Fundamental Law of Active Management

Number of Independent 
Forecasts of E (R)

Information Ratio = Manager’s Skill   × √ Breath

Relationship Between 
Forecasts and Actual 
Outcomes

Breadth
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US Small Caps Are An Excellent Complement to Canadian 
Small Caps

Hillsdale Cdn
Small Cap

Hillsdale US 
Small Cap

Gold 20.1% 0.0%

Industrials 24.8% 14.1%

Consumer Staples 12.1% 7.3%

Materials X‐Gold 8.8% 6.0%

Consumer Discretionary 8.6% 6.9%

Energy 1.8% 0.6%

Utilities 3.0% 2.0%

Telecommunications 0.4% 4.0%

Financials 8.1% 20.7%

Health Care 1.2% 13.9%

Technology 7.5% 21.6%

Sector Weights
Hillsdale Cdn Small Cap vs. Hillsdale US Small Cap, March 31, 2016

Source: See Footnote 15
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Small Cap Has Superior Attributes To Private Equity 

Criteria Micro Cap Small Cap Private 
Equity

Liquidity Higher High Lower

Time and Resource 
Commitment Lower Low Higher

Valuation Market Market Estimated

Manager Universe Narrow Wide Narrow

Breadth Broad Broad Limited

Transparency High High Low

Fees Average Average High
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Why There Is A Small Cap Effect
SIZE, JANUARY, & DAY OF THE WEEK 
• Keim, D. 1987. "Daily returns & size-related premiums: One more time." Journal of Portfolio Management 13 (2):    41-47. 
• Keim, D.B. 1983. 'Size-Related Anomalies & Stock Return Seasonality: Further Empirical Evidence,' Journal of Financial Economics, March, 13-32. 
• Rogalski, R. 1984. "New findings regarding day-of-the-week returns over trading & non-trading periods: A note." Journal of Finance 39 (5): 1603-1614. 
SIZE & RETURN REVERSAL 
• Fama, E. & K. French. 1987. "Permanent & temporary components of stock prices." CRSP Working Paper #178, Center for Research in Security Prices, Un. of Chicago,  February 
SIZE, JANUARY, & NEGLECT 
• Barry, C. & S. Brown. 1986. "Limited information as a source of risk." Journal of Portfolio Management 12 (2): 66-72. 
SIZE, JANUARY, & YIELD 
• Keim, D. 1983. "The interrelation between dividend yields, equity values & stock returns: Implications of abnormal January returns." Ph.D. dissertation, Un. of Chicago
• Keim, D. 1985 "Dividend yields & stocks returns: Implications of abnormal January returns." Journal of Financial Economics 14: 473--489. 
• Keim, D. 1986 "Dividend yields & the January effect." Journal of Portfolio Management 12 (2): 54-60. 
SIZE, NEGLECT, & PRICE/EARNINGS RATIO 
• Dowen, R. & S. Bauman. 1986. "The relative importance of size, PIE, & neglect." Journal of Portfolio Management 12 (3): 30-34. 
SIZE, NEGLECT, PRICE/EARNINGS RATIO, & JANUARY 
• Arbel, A.1985. "Generic stocks: An old product in a new package." Journal of Portfolio Management 11 (4): 4-13. 
PRICE/EARNINGS RATIO & RESIDUAL RISK 
• Goodman, D. & J. Peavy. 1985. "The risk universal nature of the P IE effect." Journal of Portfolio Management 11 (4): 14-16. 
PRICE/EARNINGS RATIO, CONTROVERSY, & NEGLECT 
• Carvell, S. & P. Strebel. 1984. "A new beta incorporating analysts' forecasts." Journal of Portfolio Management 11 (1): 81-85. 
PRICE/EARNINGS RATIO & PRICE/SALES RATIO 
• Senchack, A. & J. Martin. 1987. "The relative performance of  the PSR & PER investment strategies." Financial Analysts Journal 43 (2): 46-56. 
SIZE & TRANSACTION COSTS 
• Blume, M.E. & Stambaugh, R.F. (1983) 'Biases in Computed Returns: An Application to the Size Effect,' Journal of Financial Economics, November, 387-404. 
• Brown, P., Kleidon, A. W. & Marsh, T .A. (1983a) 'New Evidence on the Nature of Size-Related Anomalies in Stock Prices,' Journal of Financial Economics, June, 33-56.
• Kato, K. & Schallheim, J.S. 1985. 'Seasonal & Size Anomalies in the Japanese Stock , Market,' Journal of Financial & Quantitative Analysis, 20, 107-18.
• Reinganum,  M.R. 1981. 'Misspecification of Capital Asset Pricing: Empirical Anomalies Based on Earnings Yields & Market Values,' Journal of Financial Economics, 19-46.
SIZE & TAX LOSSES
• Reinganum, M.R. 1983. 'The Anomalous Stock Market Behavior of Small Firms in January: Empirical Tests for Tax-Loss Selling Effects,' Journal of Fin. Economics, June, 89-104. 
SIZE & RISK
• Roll, R. (1981) 'A Possible Explanation of the Small Firm Effect,' Journal of Finance, 36, : 879-88. 
• Roll, R. (1983a) 'Vas ist das? The Turn of the Year Effect & the Return Premium of Small Firms,' Journal of Portfolio Management, 9, 1, 18-28. 
• Roll, R. (1983b) 'On Computing Mean Returns & the Small Firm Premium,' Journal of Financial Economics, November, 371-86. 
• Stoll, H.R. & Whaley, R.E. (1983) “Transaction Costs & the Small Firm Effect,” Journal of Financial Economics, June, 57-70. 
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Why There Is A Small Cap Effect
SIZE & PRICE/EARNINGS RATIO 
• Banz, R. & W. Breen. 1986. "Sample-dependent results using accounting & market data: Some evidence," Journal of Finance 41 (4): 779-793. 
• Basu, S. 1983. "The relationship between earnings yield, market value & return for NYSE common stocks: Further evidence." Journal of Financial Economics 12 (1): 129-

156. 
• Cook, T. & M. Rozeff. 1984. "Size & earnings/price ratio anomalies: One effect or two?" Journal of Financial & Quantitative Analysis 19 (4): 449-466. 
• Goodman, D. & J. Peavy. 1986. "The interaction of firm size & price-earnings ratio on portfolio performance." Financial Analysts Journal 42 (1): 9-12. 
• Peavy, J. & D. Goodman. 1982. "A further inquiry into the market value & earnings yield anomalies." Southern Methodist University Working Paper #82-114, Dallas.
• Reinganum, M. 1981. "Misspecification of capital asset pricing: Empirical anomalies based on earnings' yields & market values." Journal of Financial Economics 9 (1): 19-

46. 
SIZE & NEGLECT
• Arbel, A., S. Carvell, & P. Strebel. 1983. "Giraffes, institutions & neglected firms." Financial Analysts Journal 39 (3): 57-62. Arbel, A. & P. Strebel. 1982. “Pay attention to 

neglected firms”.  Journal of Portfolio Management 9 (2): 37-42
SIZE & JANUARY 
• Blume, M. & R. Stambaugh. 1983. "Biases in computed returns: An application to the size effect." Journal of Financial Economics 12 (3): 387-404. 
• Constantinides, G. 1984. "Optimal stock trading with personal taxes: Implications for prices & the abnormal January returns." Journal of Financial Economics 13 (1): 65-90. 
• Givoly, O. & A. Ovadia. 1983. "Year-end tax-induced sales & stock market seasonality." Journal of Finance 38 (1): 171-185. Keirn, 0.1983. "Size-related anomalies & stock

return seasonality: Further empirical evidence." Journal of Financial Economics 12 (1): 13-32. ' 
• Keim o. & R. Stambaugh. 1986. "Predicting returns in the stock & bond markets." Journal of Financial Economics 17 (2): 357-390. 
• Lakonishok, J. & S. Smidt. 1984. "Volume & turn-of-the-year behavior." Journal of Financial Economics 13 (3): 435-455. 
• Lakonishok, J. & S. Smidt. 1986. "Trading bargains in small firms at year-end." Journal of Portfolio Management 12 (3): 24-29. 
• Reinganum, M. 1983. "The anomalous stock market behavior of small firms in January: Empirical tests for tax-loss selling effects." Journal of Financial Economics 12 (1): 

89-104. 
• Rogalski, R. & S. Tinic. 1986. "The January size effect: Anomaly or risk mismeasurement?" Financial Analysts Journal 42 (6): 63-70. 
• Roll, R. 1983. "Vas ist das? The turn of the year effect & the return premia of small firms." Journal of Portfolio Management 9 (2): 18-28.
• Schultz, P. 1985. "Personal income taxes & the January effect: Small firm stock returns before the War Revenue Act of 1917: A note." Journal of Finance 40 (1): 333-343. 
SIZE & RESIDUAL RISK 
• Basu, S. & S. Cheung. 1982. "Residual risk, firm size, & returns for NYSE common stocks: Some empirical evidence." McMaster University Working Paper, Montreal, 

January. 
• Lakonishok, J. & A. Shapiro. 1984. "Stock returns, beta, variance & size: An empirical analysis." Financial Analysts Journal 40 (4): 36-41. 
• Reinganum, M.R. (1982) 'A Direct Test of Roll's Conjecture on the Firm Size Effect,' Journal of Finance, 37, 27-35. 
• Tinic, S. & R.. West. 1986. "Risk, return & equilibrium: A revisit." Journal of Political Economy 94 (1): 127-147. 
SIZE & EARNINGS SURPRISE 
• Foster, G., C. Olsen, & T. Shevlin. 1984. "Earnings releases, anomalies & the behavior of security returns." The Accounting Review 59 (4):574-603. 
• Freeman, R. 1986. "The association between accounting earnings & security returns for large & small firms." CRSP Working Paper #192, Center for Research in Security 

Prices, University of Chicago, October. 
• Rendleman, R., C. Jones, & H. Latane.1986. "Further insight into the S.U.E. anomaly: Size & serial correlation effects." University of North Carolina at Chapel Hill Working 

Paper, April. 
SIZE, YIELD, & CO-SKEWNESS 
• Cook, T. & M. Rozeff. 1982. "Size, dividend yield & co- skewness effects on stock returns: Some empirical tests." University of Iowa Working Paper #82-20, Ames. 
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Why There Is A Small Cap Effect

• Neglect
• Reversals
• Value 
• Earnings Surprise
• Residual Risk
• January Effect
• Transactions Costs
• Risk
• Irrational Investor Behavior
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A Behavioral Approach

Irrational Investor Behavior

 Biased Decision Making 

 Overconfidence

 Overreaction

“A Psychologist Is A Man Who Watches Everyone Else When A Beautiful 
Girl Enters the Room.” 

Why A Small Cap Effect (Premium?)
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Why Small Cap Is Beautiful

 There Has Been Significant Alpha (Excess Return) In Active Investment 
Management of Small Cap

 There is Still A Compelling Case for the Persistence of This Alpha

 There is Enormous Breadth (i.e. Choice) in the Small Cap Stock Universe  

 Canadian and US Markets Are Good Offsets At the Sector Level

 Small Cap Managers Compliment Large Cap Managers Diversifying Your  
Sources of Excess Returns

 Very Attractive Valuations

Source: Why Small Is Still Beautiful, by Harry Marmer, Defined Benefits Monitor, Feb 200511



Sector Weight Comparison: Canadian Small Cap vs Composite

Sector Weights vs. TSX SCI

12
Investments in the Hillsdale US Performance Equity Fund and the Hillsdale Cdn Micro Cap are accounted for by allocating their individual stock 
holdings on a weighted basis.
Source: See Footnote 1.

Sector Weights vs. Index, March 31, 2016
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Energy 1.8% 15.9%



Lessons Learned

• The Small Cap Effect: Small Capitalized Stocks Perform Differently Then 
Large Capitalized Stocks Over A Market Cycle

• The Small Cap Return Premium: Smaller Companies Have on Average 
Higher Returns Adjusted for Risk Relative to Larger Companies

• Compelling Case For Excess Returns or Alpha

• Broader and Complimentary Opportunity Set 

• Small Cap Managers Compliment Large Cap Managers Diversifying Your  
Sources of Excess Returns

• Persuasive Reasons for Alpha Potential to Persist

• As Good, If Not Better, Than Private Equity 

• Attractive Market Outlook
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Footnotes and References
Footnote 1
All data presented is from Hillsdale’s proprietary database unless indicated otherwise. This database consolidates 
information from over 30 vendors to support Hillsdale’s research, portfolio management and reporting activities.

Footnote 2
Performance and other data in this presentation are shown for illustrative purposes only.  Back tested returns are 
based on a quantitative testing where stocks are selected based on Hillsdale’s proprietary stock selection systems. 
All back test returns are shown gross of fees and are calculated in Canadian or US dollars as indicated. No 
representations are being made that the investment process will achieve similar returns on a going forward basis. 
Investors should not consider the data included in the presentation as an indication, assurance, estimate or forecast 
of future results.  Actual returns may differ materially from the returns shown for reasons including, but not limited 
to, investment restrictions and guidelines, fees and other expenses, cash holdings, timing of trade execution and 
fluctuations in the market.
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Institutional Investment Services
Harry Marmer, BBA, MBA, CFA, Executive Vice President and Partner joined Hillsdale Investment 
Management in 2008.  Prior to joining Hillsdale, Mr. Marmer led the Canadian institutional investment 
business of Franklin Templeton Investments and before that the institutional business of the Russell 
Investment Group. He was also a principal and co-head of Mercer's Canadian Investment Consulting 
Practice. Mr. Marmer is a frequent conference speaker and has authored more than 47 articles. His 
book, Perspectives in Investment Management, was published in September 2002. He has served on a 
number of professional and industry boards and was past president of the Toronto CFA Society. Mr. 
Marmer received the Volunteer of Distinction Award from the Toronto CFA Society and was awarded 
the Society’s Research Award. He has an MBA and a BBA, finance and investments, York University. 


