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The Trump Trade – US Small Caps
Since Donald Trump won the election in November an inordinate amount of ink has
been used to speculate on which of the President-elect’s myriad promises, policies,
tweets and threats will actually be enacted. Trump has already back-tracked on some
of his more colourful policies and others are likely to fall by the wayside. However,
based on what we think will be the top priority from Trump and the Republican
Congress in the first months (pro-US economic growth and stimulus), we can give
greater weight to certain policies being enacted. For example, tax reform seems to
be near the top of both the President and Congress’ agendas and the Canadian and
Mexican governments have already been provided with notes related to how
President Trump would like to renegotiate NAFTA to better benefit the US. Progrowth policies and less regulation are also more probable under Trump.
When we start lining-up what we believe will be the more likely (and successful)
priorities, we see an investment opportunity in US small cap equities. Using the
Russell 2000 index as a proxy for the group, we can list at least four reasons investors
should consider adding this US small cap index or equivalent to their portfolio:
1.

Financials exposure

2.

US-centric

3.

Growth

4.

M&A

1. Financials Exposure
One of the few consensus points around the new administration is that it will be
good for US banks, insurance and other financial services. Leaving aside the proUS/growth policies that should help buoy revenue and profits, Trumps policies are
likely to help from a regulatory and interest rate standpoint. Since the credit crisis,
US financial institutions have been hammered by an unrelenting wave of new
regulations and restrictions that have slowed growth, reduced available capital and
hampered efficiency. Trump is likely to loosen these restrictions, which should
promote higher revenues and reduce costs. Couple this with a set of policies that are
likely to boost inflation and by extension increase interest rates and you have a fairly
good recipe for improved earnings from financial stocks. Due to the United States’
more diversified banking industry many of these institutions are of the small cap
variety and the Russell 2000 has almost double the percentage of financial stocks
compared to the S&P 500 index – 27.8% vs. 14.5%.
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2. US-Centric
Another obvious theme of the incoming administration is putting America first.
Whether this means renegotiating trade deals, increasing border tariffs or tax policy,
they all point towards a more positive climate for American business. Here again,
small caps will be a beneficiary. The Russell 2000 members are much more oriented
to the domestic economy and as a result, derive half as much revenue from overseas
than their S&P 500 counterparts (21% vs. 40%, source: Forbes). On top of this, as we
mentioned above, many of Trump’s policies are inherently inflationary. Higher
inflation equals higher interest rates, equals a stronger US dollar. Here again
domestic, small caps should benefit as their buying power increases for imports and
raw materials, while they are hurt less than large cap cousins from an export
perspective.
3. Pro-Growth
Ultimately, Donald Trump will be most closely judged on his impact to the US
economy. The electorate will likely forgive him if he fails in getting Mexico to “pay for
the wall” but if he fails in increasing GDP above the sluggish 2% rate and/or returning
manufacturing jobs to Middle America, we suspect friends and foes alike will turn on
him. Thus, it is a decent bet to believe that his policies will aggressively promote
domestic economic growth, through a combination of tax cuts, protectionism, fiscal
stimulus and incentives. On the whole, we would expect these policies to
disproportionately benefit smaller, domestic US business. Tax cuts alone will improve
margins overnight and the rest should boost domestic growth rates, at least in the
short term. US small cap stocks are disproportionately growth companies and thus
more likely to benefit than the larger, more mature businesses of the S&P 500.
4. Mergers & Acquisitions
A fourth thought, that is somewhat tangential to the direct impact of the policies we
have discussed, is M&A activity. One of Trump’s policies that is likely to have broad
(even bi-partisan) support is his idea to repatriate the offshore cash hoards of US
multinationals. Reuters estimates that the largest US corporations have at least
U$2.1 trillion parked in tax havens and foreign subsidiaries. According to Bloomberg,
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US multinationals are currently incentivised by tax laws to keep their foreign earnings
offshore as they would be taxed at a 35% rate vs. an average corporate tax rate of
26% if they were brought back to the US. By changing the incentive (cutting
corporate taxes and/or a one-time repatriation holiday) the US could see a massive
amount of money coming home and looking for a place to land. With interest rates
as low as they are, cash is more likely to go towards dividends, share buybacks and
acquisitions. With the cash reserves concentrated in the larger cap names (see table
below), we could see a similar uptick in M&A as we did from the last tax holiday in
2004. Goldman Sachs recently produced a report that estimated over half the
repatriated cash would go towards growth investment (capex, R&D, M&A) with the
rest left for buybacks and dividends. A new M&A binge would work well for smaller
cap names being gobbled-up by cash-heavy large-caps.
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Offshore Cash
Company
Apple
General Electric
Microsoft
Pfizer
IBM
Merck
Cisco
Johnson & Johnson
ExxonMobil
Oracle
Total

Sector
Technology
Industrials
Technology
Health Care
Technology
Health Care
Technology
Health Care
Energy
Technology

Cash ($billions)
$
216
$
120
$
111
$
74
$
61
$
60
$
60
$
60
$
51
$
51
$
864

Source: Bloomberg, Thomson Reuters

Investment Options
For investors looking to add US small cap exposure to their portfolios there are
several options. We highlight two passive ETFs and two actively managed mutual
funds:
1.

iShares Russell 2000 ETF (IWM-N) – passive US$ Russell 2000 ETF

2.

iShares U.S. Small Cap Index ETF (XSU-T) – hedged CAD$ Russell 2000 ETF

3.

Fidelity Small Cap America Fund – actively managed CAD$ mutual fund

4.

McKenzie US-Mid Cap Growth Class - actively managed CAD$ mutual fund
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