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What’s Driving Small-Cap Returns?
December 8, 2021
U.S. economic activity slowed in the third quarter of 2021 due to both a surge in new COVID-19 cases and
persistent bottlenecks in the global supply chain, but we expect a rebound, with the direction of the virus and the
pace of global economic reopening dictating timing. Going forward, we see earnings, valuations, and monetary
policy as the key factors driving small-cap value performance.
What Are the Concerns?
Consumer confidence has been very weak (near multiyear lows). While we’re watching it carefully, we think
consumers are in good shape. They were deleveraging before COVID, and their finances and savings levels are still
healthy (although the sunsetting of pandemic-related fiscal stimulus payments has reduced the cushion).
Unemployment continues to fall, albeit more slowly due to the Delta and Omicron variant surges, and wages are
rising.
One risk we do see is rising inflation. What was originally just a bottleneck in semiconductor chips impacting autos
has picked up across industries. We are seeing greater supply-chain disruptions, and with these bottlenecks,
inflation is picking up. Moreover, while inflation was at first believed to be transitory, it is now beginning to look
persistent—and if the Federal Reserve finds itself behind the curve, we believe monetary accommodation may be
removed more aggressively than currently forecast. If the policymakers have to play catch up, it won’t be good for
the economy or the markets.
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More immediate in our minds, however, is rising input costs for companies impacting potential sales—i.e., lost
sales due to a lack of availability. Rising input costs, along with continuing supply chain disruptions and a lack of
available workers, are beginning to crimp margins and output. Much of this already has been discounted by the
market, but the extent and duration are unclear.
Lastly, we’re watching events in Washington, D.C., which are coming to the forefront. In our view, a deeply divided
Congress needs to raise the federal debt ceiling, and the Democratic party is attempting to push through trillions
of dollars of new fiscal stimulus. The debt ceiling is almost certain to be raised, and we aren’t overly concerned
about that, because it’s political noise. But the scope and tax implications of the fiscal stimulus remain to be seen.
Increases in corporate taxes are significant to small-cap stocks, which were the biggest beneficiaries of the 2017
lowering of the corporate tax rate.
Identifying the Drivers
The last few quarters saw companies beating earnings forecasts by a wide margin. Given the headwinds discussed
above, we believe this is likely to come to an end. Nevertheless, our earnings growth expectations for small-cap
value overall in 2022 are healthy.
Valuations should also help small-cap stocks in our opinion. The valuation spread between the Russell 2000 Index
and the S&P 500 Index is at a historical high, and valuations for small-cap value stocks are even more attractive.
Small-cap stocks are actually one of the few sectors of the domestic equity market that are trading below
historical levels on forward earnings.
Monetary policy, from our view, should also drive small-cap returns in the months ahead. The Federal Reserve
recently signaled that it is ready to begin tapering its massive bond buying program of the last few years. We are
optimistic that this is the first step to a more “normal” interest-rate regime, which we welcome, because we think
it will help our portfolios given their underweight positioning in utilities and rates (say, via banks).
Looking for Opportunities
From the day after the vaccines were revealed effective in November 2020, it has been a challenging environment
from an allocation perspective.
We’ll explain why, but first take a look at the chart below, which shows the Russell 2000 Value Index sector
performance during some key time periods around the pandemic.
There are a few interesting things about this sector chart that show us what’s driving performance in small-cap
value and how that’s affecting active managers.
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One area of challenge for active value investors has been the communications services sector of the Russell 2000
Value Index. It skyrocketed in 2021 because it held AMC Entertainment, which was up 1,695% year to date as of
September 2021. If you’re wondering why AMC was even in the benchmark, it had not yet surged when Russell set
constituents in late May.
A similar situation existed in the consumer discretionary sector, where GameStop—what we call “a meme
stock”—performed so well it left the benchmark in June.
Materials is also worth mentioning for a similar reason. Steel stocks began surging in the fourth quarter of 2020,
driving up performance of the benchmark’s materials sector. But not all value managers are focused on the
commodities space. We, for example, don’t have any exposure to metals and mining companies or more
commodity-oriented chemical companies; we tend to invest in things that add value to turn raw materials.
The point is, there are stocks that perform well that would never pass our filters, and the fact that they are (or
were, in the case of GameStop) in the benchmark creates a headwind for value managers who don’t hold them. In
hindsight, had we owned the worst balance sheets we could find in the third quarter, we probably would have
performed better, because in some cases those stocks performed well.
But, we won’t do that. It has been one of those periods where deep value has outperformed, but we are not deep
value investors. Year-to-date, indices have contributed on price-to-book value (P/BV), but we look at more than
that: price to earnings (P/E), price to sales (P/S), and enterprise value to earnings before interest, taxes,
depreciation, and amortization ratio (EC/EBITDA). We seek to continue to do that, with healthcare and financials
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being two places of particular interest.
We believe healthcare is an interesting place for active managers. With the June 2021 Russell 2000 Index
rebalancing, biotech stocks are close to 6.5% of the index. There are 178 of them, and only a few have earnings and
positive cash flows. In fact, non-earners are at a record high in the Russell 2000 Value Index more broadly—40%.
That, again, speaks to the role of active management. We really have to keep an eye on that situation.
We also think the outlook is rosy for small-cap value investors in financials When the Fed started talking about
removing accommodation at the end of September, bank stocks surged. In our opinion, they could continue to do
well, because rates may rise. Plus, historically speaking, banks are not expensive.
In this environment—as in all environments—our process is very much bottom-up. Earnings growth is not a key
component; we’re just trying to pay discounted valuations for the earnings and growth we do see in the near to
intermediate term. From a top-down basis, however, we do believe projected earnings growth is still higher for
value stocks than it is for growth stocks, so the cyclical trade still has legs.
The narrative in the third quarter was peak everything, but the more interesting ideas we have relate to the market
overly discounting the decline in earnings as we see it. And that’s where value earnings are opening up right
now—and where we think it’s a good idea to be a bit contrarian.
This will likely be a short economic cycle; I don’t think we will see a long, slow economic expansion as we did from
2009 to 2019. But we don’t think the value trade is over.
William V. Heaphy, CFA is a portfolio manager on and head of William Blair’s U.S. Value Equity team.
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Disclosure:
This content is for informational and educational purposes only and not intended as investment advice or a
recommendation to buy or sell any security. Investment advice and recommendations can be provided only after
careful consideration of an investor’s objectives, guidelines, and restrictions.
Information and opinions expressed are those of the authors and may not reflect the opinions of other investment
teams within William Blair Investment Management, LLC, or affiliates. Factual information has been taken from
sources we believe to be reliable, but its accuracy, completeness or interpretation cannot be guaranteed.
Information is current as of the date appearing in this material only and subject to change without notice.
Statements concerning financial market trends are based on current market conditions, which will fluctuate. This
material may include estimates, outlooks, projections, and other forward-looking statements. Due to a variety of
factors, actual events may differ significantly from those presented.
Investing involves risks, including the possible loss of principal. Equity securities may decline in value due to both
real and perceived general market, economic, and industry conditions. The securities of smaller companies may
be more volatile and less liquid than securities of larger companies. Investing in foreign denominated and/or
domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks.
These risks may be enhanced in emerging markets. Different investment styles may shift in and out of favor
depending on market conditions. Individual securities may not perform as expected or a strategy used by the
Adviser may fail to produce its intended result.
Investing in the bond market is subject to certain risks including market, interest rate, issuer, credit, and inflation
risk. Rising interest rates generally cause bond prices to fall. High-yield, lower-rated, securities involve greater risk
than higher-rated securities. Sovereign debt securities are subject to the risk that an entity may delay or refuse to
pay interest or principal on its sovereign debt because of cash flow problems, insufficient foreign reserves, or
political or other considerations. Derivatives may involve certain risks such as counterparty, liquidity, interest rate,
market, credit, management, and the risk that a position could not be closed when most advantageous. Currency
transactions are affected by fluctuations in exchange rates; currency exchange rates may fluctuate significantly
over short periods of time. Diversification does not ensure against loss.
There can be no assurance that investment objectives will be met. Any investment or strategy mentioned herein
may not be appropriate for every investor. References to specific companies are for illustrative purposes only and
should not be construed as investment advice or a recommendation to buy or sell any security. Past performance
is not indicative of future returns.
Copyright © 2020 William Blair & Company, L.L.C. "William Blair” is a registered trademark of William Blair &
Company, L.L.C. No part of this material may be reproduced in any form, or referred to in any other publication,
without express written consent.

