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The Economy and Stock Market Take a Breather 

 

Market Update 
The domestic economy hit a speed bump during the third quarter as the spread of the 

Delta variant, concerns about vaccine efficacy and supply constraints (labor and 

materials) led to a slowing in the rate of domestic economic growth and downward 

revisions to third quarter GDP growth forecasts. The weakening economic backdrop 

and uncertainty regarding the Delta variant weighed on yields with the 10-year yield 

bottoming near 1.19% during July and August. The market downdraft accelerated in 

September, in response to more hawkish than expected commentary from Fed Chair 

Powell indicating the Fed could move ahead with the taper as soon as the next 

meeting. This language catalyzed a surge in treasury yields, and a rotation toward 

cyclicals, value and small-capitalization stocks.  

 

Despite the relative outperformance of small caps during the month of September, 

small capitalization stocks underperformed for the quarter with the Russell 2000 

declining (4.4%) and lagging the Russell 1000 and S&P 500 which gained +0.21% and 

+0.58%, respectively. For the year-to-date period the Russell 2000 now trails the 

Russell 1000 by 278 bps and the S&P 500 by 321 bps. This divergence in performance 

is noteworthy. According to an October 5, 2021 report from Furey Research Partners 

the S&P 500 hit its 54th new all-time high of the year on September 2nd, which is the 

fourth highest total of new all-time highs in a year going back to 1928. Conversely, the 

Russell 2000 has achieved only 13 new all-time highs this year (last accomplished on 

3/15/21) marking the largest divergence between the number of R2000 and S&P 500 

new all-time highs since 2014 when the S&P 500 hit 53 new highs and the R2000 

made only ten. According to the same report, if this pattern holds, this would make 

the third consecutive year that the Russell 2000 is posting fewer new all-time highs 

than the S&P 500, which would be unprecedented in the over 40-year history of the 

index. 

  

Portfolio Review 
The Emerald Diversified Small Cap Growth portfolio outperformed the 

benchmark for the quarter driven by stock selection within the healthcare, 

financials, industrials, and technology sectors which offset modest relative 

underperformance within the consumer staples sector. 
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Key Points: 
 

•   Despite the relative outperformance 

of small caps during the month of 

September, small capitalization 

stocks underperformed for the 

quarter with the Russell 2000 

declining (4.4%) and lagging the 

Russell 1000 and S&P 500 which 

gained +0.21% and +0.58%, 

respectively. 

 

•   The Emerald Diversified Small 

Cap Growth portfolio 

outperformed the benchmark for 

the quarter driven by stock selection 

within the healthcare, financials, 

industrials, and technology sectors 

which offset modest relative 

underperformance within the 

consumer staples sector. 

 

•   Looking to the balance of the year 

and beyond, Emerald remains 

confident that above trend domestic 

economic growth is poised to 

continue into 2022. 

 

•     Emerald, as always, remains vigilant 

and focused on utilizing our 

fundamental bottom up research 

process to identify the most attractive 

growth opportunities within the small 

capitalization universe. 
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After a challenging first six months of 2021, relative 

performance within the healthcare sector improved during 

the third quarter. Stock selection and allocation effect within 

the biotechnology, medical services and healthcare services 

industries were the largest contributors to return. At the index 

level, performance of the healthcare sector has continued to 

struggle, trailing the Russell 2000 Growth benchmark by 

more than 640 basis points for the quarter. The 

biotechnology industry, remained a particular source of 

ongoing weakness returning approximately (14%).  From a 

portfolio specific perspective, the biotechnology industry was 

the largest source of the portfolio’s relative outperformance 

resulting from a combination of stock selection and the 

portfolio’s average underweight to the biotechnology 

industry of approximately 330 basis points. 

 

Performance within the financial sector also contributed 

positively to performance driven by a combination of stock 

selection, allocation and interaction effect. At the industry 

level, the portfolio experienced the greatest relative 

outperformance within the full line insurance and investment 

services industries. 

 

Also contributing to the portfolio’s relative outperformance 

was stock selection within the industrials and technology 

sectors. Within the industrials sector, the portfolio benefitted 

from the positive contribution to return achieved within the 

professional business support services, transportation 

services, and industrial machinery industries. 

 

Stock selection within the technology sector and specifically 

within the software and computer services industries also 

contributed to the portfolio’s relative outperformance. 

 

The aforementioned positive contributors to return were 

modestly offset by the slight relative underperformance of 

holdings within the consumer staples sector. The consumer 

staples sector within the Russell 2000 Growth was a notable 

laggard for the quarter, returning (11.53%) and trailing the  

 

benchmark’s total return by nearly 600 bps. At the portfolio 

level, while stock selection was modestly positive for the 

consumer staples sector in aggregate, this positive 

contribution to return was more than offset by the headwind 

to allocation effect as a result of Emerald’s relative overweight 

position to the sector and specifically the food industry. 

 

Exiting the third quarter of 2021, the portfolio held the largest 

active exposures in the financial services, consumer 

discretionary and consumer staples sectors. Thoughts on 

those sectors and other notable areas of exposure are 

highlighted below. 

 

 The financial services sector, comprised of holdings 

within the bank, full line insurance, investment 

services, property and casualty insurance and life 

industries, was the portfolio’s largest relative 

overweight position at quarter-end. Emerald has 

maintained its exposure to holdings within the 

banking industry as we anticipate a resumption in the 

steepening of the yield curve and a better credit 

backdrop with the aid of stimulus should be beneficial 

to earnings growth. In addition, Emerald has placed 

specific emphasis on those banks that are positioned 

to drive a meaningful improvement in their efficiency 

ratios. 

  

 Emerald also held an overweight position within the 

consumer discretionary sector at quarter-end. The 

overweight is comprised of a diverse subset of 

holdings within the educational services, specialty 

retail, recreational services, recreational products, 

restaurants, casinos and gambling, and auto parts 

industries among others. With the economy now 

open, vaccines widely distributed, the labor market 

recovering and consumer net worth continuing to rise, 

we believe the outlook for consumer spending 

remains attractive and believe there remains 
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meaningful opportunity for share gains for those 

companies offering differentiated products/services 

with strong value propositions. 

  

 As it relates to the technology sector, the portfolio 

exited the quarter with technology sector positioning 

largely in-line with the benchmark. The technology 

sector weighting on an absolute basis remains the 

second largest nominal portfolio weight behind the 

healthcare sector. Within the technology sector, the 

computer software industry remains the portfolio’s 

largest total and active exposure. The global pandemic 

accelerated the adoption of ecommerce, digital forms 

of entertainment (video games, streaming, etc…), 

technology infrastructure upgrades, and a diverse 

array of cybersecurity and cloud-related software 

opportunities that are enabling digital transformation.  

We also believe that industry fundamentals for both 

hardware and software will continue to benefit from a 

number of tailwinds including 1) an improving 

economic environment, 2) healthy IT spending by 

corporations and 3) investment in large digital 

transformation projects by medium and large 

enterprises. In addition, we continue to see a strong 

rebound in industrial and automotive production, 

though significant supply constraints are now 

manifest in the global tech supply chain.  With 

demand still significantly outstripping supply, we 

continue to monitor the nuanced supply side 

dynamics including geopolitical and supply chain risk. 

   

 The portfolio exited the quarter with an overweight 

position to the consumer staples sector.  The 

overweight primarily consists of select niche 

opportunities in disruptive category leaders with 

innovative product offerings and above average 

growth prospects that are aligned with emerging 

consumer trends in the food and beverage industries. 

Specific areas include pet food, nutritional snacking,  

 

active nutrition and “better-for-you” beverages. 

 

 The healthcare sector, while underweight relative to 

the benchmark, also remains an area of considerable 

nominal exposure within the portfolio. The portfolio’s 

underweight to the healthcare sector is driven largely 

by the portfolio’s relative underweight position to the 

biotechnology industry. Emerald believes 

performance within the biotech industry has been 

challenged on a year-to-date basis for a number of 

reasons including: rare disease niches getting crowded 

with competition, risks around governments 

recognizing intellectual property, record setting IPO 

and secondary offerings, fear of rising interest rates, 

lack of leadership at the FDA, uncertainty regarding 

the FDA’s willingness to approve new drugs given the 

agency’s recent issuance of several high profile 

complete response letters or delayed regulatory 

actions, less M&A activity possibly driven by a tougher 

FTC, and the seemingly never ending discussion of 

drug pricing. In addition to the issue of so much 

supply, we believe that the small cap biotech industry 

has surpassed peak return on investment. Further, we 

continue to look for differentiated opportunities with 

moats to protect the business from competition. We 

believe M&A is required to get the sector moving in 

the right direction. While all of these factors have been 

gating factors to the portfolio’s relative positioning, 

the biotechnology industry remains an area of 

considerable nominal exposure within the portfolio. 

We continue to look for innovative therapeutics that 

can command premium pricing, driven by their 

unequivocal clinical data, and we are seeing 

opportunities in innovative therapeutic areas including 

cell therapy and gene editing. Rounding out the 

portfolio’s healthcare sector exposure are niche 

opportunities within the pharmaceutical, medical 

equipment, medical services, health care services and 
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medical supplies industries.  

 

Market Outlook 

Looking to the balance of the year and beyond, Emerald 

remains confident that above trend domestic economic 

growth is poised to continue into 2022. Although third 

quarter GDP growth weakened more meaningfully than 

anticipated, with the Atlanta Fed GDPNow forecast tracking 

to 1.3% GDP growth as of October 5, 2021, Delta cases 

appear to have peaked and high frequency economic 

indicators have begun to inflect positively. While supply chain 

bottlenecks are likely to continue to present headwinds to 

growth, with inventory to sales ratios tracking at near historic 

lows we believe the rebuilding of inventory levels will 

ultimately contribute to GDP growth as supply chain 

pressures ease throughout 2022. 

 

Further, while there have been some concerns regarding the 

sustainability of consumer spending as the benefits from 

stimulus subside, we believe consumer spending should 

remain supportive of above trend economic growth 

throughout 2022. Consumer net worth is surging, wages are 

on the rise, unemployment continues to trend lower, U.S job 

openings are tracking at historical highs and cumulative 

excess savings stands at approximately $2.4 trillion, according 

to a September 15, 2021 report from Dubravko Lakos-Bujas 

of JP Morgan, leaving the consumer with plenty of dry 

powder to support further spending growth. The outlook for 

business investment remains similarly encouraging given the 

strong growth in corporate earnings and profitability, rising 

cash levels and easy lending conditions, all of which should 

be supportive of ongoing strength in capital expenditures.  

 

The underlying sources of economic strength outlined above 

remain evident in forecasted earnings growth. Estimates for 

Russell 2000 earnings growth relative to the 2019 earnings 

base have continued to move higher and now stand at 42%, 

according to an October 5, 2021 report from Steve DeSanctis 

of Jefferies. The outlook for 2022 remains similarly  

 

encouraging with small capitalization earnings projected to 

grow by 17.7% year over year, substantially better than the 

9.6% and 9.3% growth projected for mid-cap and large 

capitalization stocks respectively.  

 

Earnings growth is not only more attractive in small 

capitalization stocks, so is valuation. On a relative basis, the 

valuation of the Russell 2000 stands in the 25th percentile 

relative to Russell 1000, and trades at a discount to the long-

term averages when measuring trailing P/E and price to book. 

The relative valuation of the Russell 2000 looks even more 

attractive when compared to the S&P 500. According to an 

October 5, 2021 research report from Furey Research 

Partners, small-cap relative P/E had only been less expensive 

in 1999, which was followed by strong small-cap relative P/E 

expansion.  

 

Further, while there continues to be much discussion around 

the level of absolute valuations there has been no slowdown 

in M&A activity. According to an October 4, 2021 report 

from Goldman Sachs, the year to date strength in merger and 

acquisition activity continued through the third quarter with 

more than $1.11 trillion of combined strategic and sponsor 

M&A announced by North American and European 

acquirers. Notably, this was the most active quarter since the 

second quarter of 2007. On a year-to-date basis, with more 

than $3.24 trillion of M&A announced, 2021 has already 

exceeded the post-Global Financial Crisis full-year record set 

in 2015 of $2.9 trillion, and appears to be on track to surpass 

the record high $3.4 trillion in M&A volume set in 2007. We 

expect a robust M&A backdrop to remain supportive of 

valuations.  

 

That being said, while we continue to be optimistic regarding 

the durability of above trend growth and the opportunity we 

are seeing in the small capitalization universe, risks to this 

outlook remain. Specifically, we believe there remains residual 

uncertainty in the market as it relates to the evolution of 
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COVID, the pace and durability of price inflation, the path 

of monetary policy, the resolution of the debt ceiling 

extension, the ultimate size and scope of infrastructure spend 

and related tax policy, the steady stream of initial public 

offerings, slowing economic momentum in China as well 

rising geopolitical uncertainty across the globe.  

 

Notwithstanding the risk outlined above, Emerald remains 

vigilant and focused on utilizing our fundamental bottom up 

research process to identify the most attractive growth 

opportunities within the small capitalization universe. 

 



 

 

DRIVEN  BY  RESEAR CH  

Emerald is an asset management firm providing research- 

based portfolio management. We provide growth-oriented 

and income-producing portfolios for institutions and individuals. 
 
 
 
 
 
 
 

To learn more about 

Emerald Advisers, 

please visit us at 

teamemerald.com. 
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