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A CLOSER Look AT VALUE

Unless some radical change occurs in the stock markets, it
appears that the S& P 500 and NASDAQ stock market indi-
ces are headed for an almost unprecedented third losing year.
Meanwhile, valuationsin theseindices seem very high.

Andyet...when you study your last quarterly report, or when
you study year-to-date returns for mutual funds, you can’t
help but notice that many funds aren’t having alosing year at
al. Infact, many of the value fundsin which we areinvested
are actually doing fine. For these funds, the 1990's bubble
never existed.

As you can see in the graph below, the NASDAQ is down
23% during the past 32 years. Itisdown atotal of 58% from
January 1%, 2000. The more mainstream S& P 500 Index is
down 24% from January 1%, 2000, and down 8.67% in the
past 3Y2years. Sofar, this

When you look deeper into why thisishappening, it becomes
apparent that the growth and value markets disconnected in
1998-1999. On the graph below, you can see the NASDAQ
surging while the value funds stay flat or actually decline.
Investors sold off their “old economy” value stocks to buy
tech. Asaresult, value mutual funds such as Longleaf Part-
nerssuffered. Thisfund wasup only 14.3%in 1998, whilethe
S& P 500 grew 28.6%. In 1999 it grew a paltry 2.2% while
the S& P 500 Index banged out aresounding 21.1%. L ongl eaf
Partners and other similar value funds were roundly derided
asbeing out of step. Many valuefund managerswere repl aced.
It seemed that growth would be king forever.

Now, using the perfect 20/20 hindsight with whichwe are all
gifted, we find these val ue funds outperforming the S& P 500
Index inten and even fifteen year performance records.

has been a tough millen-
nium for growth stocks.
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Inthemidst of al thiscar-
nage, value funds, which
seek out stockswith lower
p/e's, are actualy up for
the same period. Longleaf
Partners, a mid-cap value
fund, is actually UP ato-
tal of 45% during the past
3 Y% years. Royce Total
Return, asmall value stock
fund, isup atotal of 54%
as well. These are good
days for value stocks. In-
vegtorsare piling into these
previoudy ignored stocks
and appear likely to create
asmall value stock bubble.
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How did they do this? Arewe now facing
anew generation of gurusakinto thetech
geniuses of the glory bubble days? A
deeper study of value stock mutual funds
isquiterevealing.
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Itisafrustrating experienceto search for
a comparative index for small value
stocks. For the purposes of thisstudy, we
don’'t want to use the Lipper Small Cap
Value Index because it is made up of
mutual funds. Yet any individua stock in- "
dex must be arbitrary and selective by
definition. After all, to create an index,
someone must decide which are value
stocksand which arenot. The bestindex
wecould find isthe S& P Small Cap 600/ ik
BarraValuelndex. Asyou canseein the
graph to theright, this admittedly some-
what arbitrary collection of small stocks lagged the bigger stocksin 1999. Now it is producing gains similar to what we're
seeing in actively managed value funds. It also has an average p/e of 24, about 80% that of the giant stocks of the S& P 500.
What this means is that there is an entire class of undervalued stocks awaiting investment dollars. The performance of our
value fundsis not alucky aberration: an entire sector is producing positive gains.
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Asyou can see on thefifteen-year graph above, there appear to be two types of management taking place. The Longleaf/Dodge
and Cox/Torray model isto pick just afew very undervalued stocks and hold on for dear life. Eventually, the theory goes, the
overal investing public will target these stocks. The superb long-term records of these funds indicate that this model works
very well, albeit withincreased volatility. Historically, long-term investing in these fundsisrewarded, but an investor needsto
bewilling to hold on during the dry spells.

Thedternative version of value management appearsto include buying many different holdings and riding the overall value
tide. Royce Total Return, for example, has 392 different stocks. Gabelli Asset Fund investsin 394 different holdings. We are
witnessing aval ue version of momentum investing, aquasi-indexing technique which worked so well and later so badly for the
Janus family of funds during the late, great tech bubble.

What this seemstoindicate isthat we are correct in approaching this val ue renai ssance with flexibility in mind. Over-alocat-
ing to value funds may be appropriate now. I'm not seeing any real indication that growth investing is recovering. Later,
however, we should be prepared to rebalance our portfolios. Asyou can seein the above graph, the Standard and Poor’s Small
Cap 600/Barra Vaue Index has a history of laying

low during stock market booms. We may wish to T e R o -
rebalance from these quasi-index funds back to @ e Frectialy M L :
growth fundsoncevalueseemsto haverunitscourse. S Fa -
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There'sadditional wisdomin our last graph. While
small value stocks havelagged thelarger stocksover
the last fifteen years, they have outperformed pre-
cious metals stocks, natural resources stocks, real

estate investment trusts, and intermediate bonds. a
They havedonethiswithrelatively littlerisk. Rather e
than bouncing from sector to sector trying to guess r AT __.—\,__5,-:;:;.\#,

which venue will be hot next, history suggests that
wewill do better inthesetrend-riding small cap value
mutual funds. p




