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In June of 2022, Emerald authored a whitepaper describing the factors that we believed were laying
the groundwork for the reemergence of a small cap outperformance cycle. Market returns over the
last five months have lent support to this thesis with the Russell 2000 (+11.1%) outpacing the Russell
1000 (+8.6%) by 250 basis points since June 30, 2022. In this follow-up whitepaper, titled "Part I,"
we outline an additional seven factors highlighting why the recent outperformance of small
capitalization stocks is setting the stage for what we believe could be a multi-year shift in market
leadership.

While Emerald does not recommend asset allocation, this could be an opportune time to increase
small cap allocations. Finally, if investors have exposure to small caps, we believe it is one area of
the market that historically has most benefitted from active management.

1. EMERGING SIGNS OF A SMALL CAP OUTPERFORMANCE CYCLE

o During 03 2022, the Russell 2000 succumbed to selling pressure, but notably, despite the surge in treasury yields and
historic strength in the U.S. Dollar, small capitalization stocks held their own on a relative basis in the face of the
broad-based market turmail.

e The Russell 2000 (-2.19% ) outpaced the Russell 1000 (-4.61%), ending a five-quarter streak of relative
underperformance.

e Even more noteworthy was the relative outperformance within the growth component of the Russell 2000. Not only
did the Russell 2000 Growth Index (+0.24%) outperform the Russell 2000 Value (-4.61%), the Index also substantially
outpaced larger cap peer, the Russell 1000 Growth (-3.60%).

o New market leadership, however, can be born out of bear markets and as we sift through the market carnage and
pervasive negative sentiment, the outperformance of small capitalization stocks and growth as a style are
noteworthy standouts in this backdrop.

o The third quarter of 2022 was the first quarter in the last five quarters that the Russell 2000 has outperformed the
Russell 1000. That was the longest streak of underperformance for the Russell 2000 since the six-quarter run that
ended in the first quarter of 1999, according to Furey Research.

o Also noteworthy was the relative outperformance of growth as a style during the third quarter. The relative
performance of Growth versus Value has been nearly perfectly correlated to the 10-year real rates since 2018
(approximately 92% until August 2022) according to an October 3, 2022 report from Savita Subramanian of B of A
Securities.
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o That nearly four-year relationship decoupled during the third quarter, as growth stocks outperformed across the
capitalization spectrum. Given the significant relative outperformance of the value style across the market over the
trailing periods, this decoupling in the hardest hit area of the market, given the heightened volatility and market
turmoil is similarly noteworthy.

Index September g3 2022 YTD 2022
Russell 2000 -9.58% -2.19% -25.10%
Russell 2000 Growth -9.00% 0.24% -29.28%
Russell 2000 Value -10.19% -4.61% -21.12%
Russell 2500 -9.53% -2.82% -24.01%
Russell 2500 Growth -8.61% -0.12% -29.54%
Russell 2500 Value -10.11% -4.50% -20.41%
Russell 1000 -9.25% -4.61% -24.59%
Russell 1000 Growth -9.72% -3.60% -30.66%
Russell 1000 Value -8.77% -5.62% -17.75%
Russell 3000 Growth -9.68% -3.37% -30.57%
Russell 3000 Value -8.86% -5.56% -17.97%
Source: FTSE Russell
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2. A DECADE OF ANNUALIZED RELATIVE UNDERPERFORMANCE HAS RESULTED IN
SMALL CAPS REPRESENTING A HISTORICALLY SMALL PERCENTAGE OF OVERALL
U.S. EQUITY MARKETS

o The Russell 2000 has lagged the Russell 1000 by more than 600 basis points over the trailing one-year, more than 500
basis points annualized for the trailing 5-year period, and approximately 300 basis points for the trailing 10-year
period ended September 30, 2022.

o Asaresult of this underperformance, small capitalization stocks today represent less than 4% of the U.S. equity
market, a level not witnessed since the 1930's, outside of the brief March 2020 COVID-related market sell-off,
according to a recent report from Steve DeSanctis of Jefferies. Underperformance of small caps has led the asset
class to become a historically small percentage of the overall U.S. equity markets. This stands below the average
weight of 7%, close to a 60-year low.

o Statistically and historically, reversion to the mean is a very common phenomenon and normally occurs when
investors least expect it. A simple reversion to the mean would result in a period of small cap outperformance.

Small less than 4% of US market; Top 5 names still trade at close to 7x revenue
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Source: FactSet; FTSE Russell; Center for Research in Security Prices (CRSP@), The University of Chicago School of Business; Jefferies
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3. THE RELATIVE VALUATION OF SMALL CAPS TO LARGE CAPS IS HISTORICALLY
ATTRACTIVE

e From avaluation perspective (Price-to-Earnings), relative to the S&P 500, according to Furey Research, there has
been no other time in history that the Russell 2000 has been as attractive relative to large-caps.

e Further, according to an October 7, 2022 report from Jill Carey Hall, Equity and Quant Strategist at B of A Securities,
the large capitalization stocks on an absolute basis remain the most expensive size segment, relative to long-term

historical averages (since 1985).
Fig 90. Relative to large-caps, small-caps have never been more attractive than of late
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Source: Furey Research Partners and FactSet. Data as of 9/30/22. Represents median P/E using latest available trailing 12-month earnings. Profitoble companies only.

Chart 6: Small caps least expensive vs. history on most metrics
Russell 2000, RussellMidcap and Russell 1000: Valuation premium
(discount)vs. history across metrics (1/31/1985-9/30/2022)
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4. THE RECENT BREAKDOWN OF LARGE CAP LEADERSHIP REMINISCENT OF THE NIFTY

FIFTY

o Historically when market concentration in the top five large cap names peaks, as was the case in April 1973 and March
of 2000, it has marked the beginning of a new cycle of small capitalization outperformance, according to a November
3,2022 research report from Furey Research Partners.

o Ineach case, according to the same report, following the peaks of 1973 and 2000, small caps demonstrated
annualized relative outperformance to large caps over the forward 1, 2, 3, 5, 7 and 10 year time periods.

Fig. 1. Large-cap leaders have broken down before; why should it be different this time?
Aggregate Weight of Top 5 S&P 500 Stocks

26%

24%

22%

20%

18%

16%

14%

12%

10%

April 1973: AT&T, Eastman
Kodak, Exxon, GM, IBM

August 2020: Apple, Amazon,
Facebook, Google, Microsoft
L ]

March 2000: Cisco, Exxon, GE,
Intel, Microsoft

/116



Fig. 2. Small-cap cycles have started at these breakdown points

Weight of Top 5 S&P 500 Stocks vs. Small-cap Relative Performance
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Source: FRP, FactSet; as of 11/1/22

Fig. 3. Forward long-term small-cap relative returns from breakdown points have always been positive

Fwd. Relative Returns From Given Dates (Small-cap less Large-cap)
+18%

+16%
+14%

+12%

ES

+10%
+8
+6

0% I| | II |I |I ‘I

+4
+2
2Y Ann. 3Y Ann. 5Y Ann. 7Y Ann. 10Y Ann.
W April 1973 ®March 2000 = August 2020

ES

ES

ES

Source: FRP, FactSet; as of 11/1/22

11117



5. INFLATION ABOVE 3% AND FALLING HISTORICALLY A POSITIVE FOR SMALL CAP
RELATIVE OUTPERFORMANCE

o |Inflationary pressures in the U.S. and abroad have been running at unprecedented levels relative to recent history and
the Federal Reserve's target of 2%, eliciting an aggressive tightening of monetary policy by the Federal Reserve. The
combination of these factors has weighed heavily on the returns of risk assets and small capitalization stocks.

o With inflation above 3% and decelerating from the peak rate of change, that headwind is on the verge of becoming a
tailwind. According to research from Steve DeSanctis, Equity Strategist at Jefferies, historically small capitalization
stocks have outperformed mid and large capitalization peers, in environments, where inflation has been above 3%
and is falling.

Chart 5 - Next year could be the best inflation environment for
small caps, another driver of better relative
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Source: Center for Research in Security Prices (CRSP®), The University of Chicago Booth School of Business; Jeffries
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6. SMALL CAPITALIZATION MULTIPLES APPEAR TO HAVE ALREADY PRICED IN A
MEANINGFUL DECELERATION IN ECONOMIC GROWTH

Despite the substantial multiple compression already reflected in current valuations, the debate on where corporate
earnings will base rages on.

In that regard, the recent analysis of the correlation of the Russell 2000 forward P/E to the Institute of Supply
Management Manufacturing Purchasing Managers Index (ISM) referenced in the same report from Jill Carey Hall
provides some perspective.

Since 1985, the Russell 2000 forward P/E has had a 0.37 correlation with the ISM, and today's multiple at
approximately 12x is pricing in an ISM of approximately 29, which is consistent with the record-low readings posted in
the 1974 and 1980 recessions.

For reference, according to the same report, the average U.S. manufacturing PMI has troughed around 39 during the
last four recessions. If this correlation holds, small capitalization stocks appear to be already factoring in a deeper
than average recession.

Exhibit 8: Small cap P/E correlated with ISM
Russell 2000 Fw P/Evs. ISM Mfg (1985-10/31/22)
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Exhibit 9: Russell 2000 forward P/E of 12x implies an ISM of ~29
Russell 2000 forward P/Evs. ISM Mfg. (1985-10/31/22); orange dot indicates
current P/E
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7. M&A ACTIVITY AND MID-TERM ELECTION CYCLE ARE BOTH HISTORICALLY
SUPPORTIVE OF SMALL CAPITALIZATION RELATIVE OUTPERFORMANCE

o (k, so we crammed two points into number seven to stick with the theme of "another seven reasons," but there was
too much good stuff to talk about this time around.

o M&A activity has picked up in the last two years. Historically, according to a recent report from Steve DeSanctis of
Jefferies, an acceleration in merger and acquisition activity, has disproportionately benefitted small capitalization
performance.

o Finally, in the short run, the election cycle also points to another reason to be optimistic on small cap performance
moving forward. According to a July 5th report from Jim Furey of Furey Research Partners, average small
capitalization returns following a mid-term election since 1960 have averaged approximately 25%.

Chart 9 - M&A has picked up and when it accelerates, small
outperforms
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A June Market Bottom Would be Consistent with Mid-term Cycles
The June bottom represented an oversold mid-term year bottom

Small-cap Total Retum Index (Average since 1950)
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Drilling Down into Down Mid-Term Election Cycle Bottoms
Forward returns reliably positive, in part because gains recapture prior losses
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IMPORTANT DISCLOSURE

This newsletter is furnished for informational/educational use only by Emerald Advisers, LLC, its affiliates (collectively
“Emerald”) and its clients. It does not constitute the provision of investment, legal or tax advice. It is not prepared with
respect to the specific investment abjectives, financial situation or particular needs of any specific person. The information
contained in this newsletter was obtained from sources deemed reliable. Such information is not guaranteed as to its
accuracy, timeliness or completeness by Emerald. Any opinions contained in this newsletter represent the judgment of the
authors as of the publication date. The information contained in this newsletter and the opinions expressed herein are
subject to change without notice. Past performance is no guarantee of future results. Neither the information in this
newsletter nor any opinion expressed herein constitutes an offer nor recommendation to buy or sell any security or financial
instrument.

11113



Mr. Garner is Director of Research and a member of the Small Cap Portfolio Management team. Mr.
Garner's research efforts are focused on small and mid-sized firms in the Business Services, Capital
Goods, Consumer, Financial Services, and Technology sectors. He has appeared on Bloomberg
Television and CNBC. He also has been quoted in Fortune, Bloomberg Business News, USA Today, Dow
Jones News Service, Standard & Paor’s, MarketWatch, Investor's Business Daily, Wall Street Journal, and
other media. Mr. Garner serves as a Director for the Millersville University Foundation and Chairman of
the Investment Committee and previously served as the President of the Board of Directors for the
Foundation. Prior to joining Emerald in 1994, Mr. Garner was the Program Manager of the PA Economic
Development Financing Authority (PEDFA) and an Economic Development Analyst with the PA

Portfolio Manager & Department of Commerce’s Office of Technology Development. Mr. Garner received an MBA from the
Director of Research Katz Graduate School of Business, University of Pittsburgh, and graduated magna cum laude with a BA
in Economics from Millersville University.

Joseph W. Garner

Mr. Mertz is Chief Investment Officer and President of Emerald Advisers, LLC and a member of the
Small Cap Portfolio Management team. He is also a Co-Manager of the Emerald Finance & Banking
Innovation Fund. Portfolio Manager, Emerald Financial Services Private Equity Fund I, LP.; past Trustee
and Vice President of the Emerald Mutual Funds; Chief Investment Officer, PA State Employees’
Retirement System (1985-1992); Member, CFA Institute; past Member, Pennsylvania State University
Research Foundation; past Trustee, Evangelical Lutheran Church in America Board of Pensions; past
Trustee, Pennsylvania State University Endowment Council (1998-2004); and past Chair, President, &
Kenneth G. Mertz II, CFA Director of Central Pennsylvania Investment Managers. He is currently a board member and was the
former Chairman of Diakon Children, Family and Community Ministries, and the former Chairman of
the Diakon Lutheran Fund, its endowment arm. Mr. Mertz has been quoted in The Wall Street Journal
and in USA Today, and has served as speaker at various investment seminars and programs across
the country. He has been a guest on CNBC's Mutual Fund Investor, and has been interviewed several
times on CNBC and Bloomberg TV. Mr. Mertz graduated from Millersville University with a BA in
Economics. Mr. Mertz is a CFA charterholder.

Portfolio Manager,
President & CI0

Ms. Sears is Senior Vice President and a senior member of the Small Cap Portfolio Management team,
working directly with the research team, interacting with team members across economic sectors
and helping guide the day-to-day portfolio management decision-making process. Ms. Sears is also
responsible for portfolio risk monitoring, portfolio attribution analysis, as well as Emerald’s portfolio
management-related client communications. From a research perspective, Ms. Sears maintains
research coverage of the Retail, Apparel, Restaurant, Consumer Goods and Consumer Technology
companies. She has been quoted in Fortune, Money, the Dow Jones News Service, and various regional
Stacey L. Sears newspapers. Ms. Sears received a BS in Business Administration from Millersville University and an
Portfolio Manager & MBA from Villanova University.

Senior Vice President

Kenneth G. Mertz I has earned the right to use the Chartered Financial Analyst designation. CFA Institute marks are trademarks owned by the CFA Institute.
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CONTACT US

Emerald Advisers, LLC

Phone: 1-800-722-4123
info@teamemerald.com

3175 Oregon Pike | Leola, PA 17540
King of Prussia, PA | Pittsburgh, PA | Cleveland, OH

TO LEARN MORE ABOUT EMERALD OR TO SCHEDULE
A CALL WITH OUR TEAM, VISIT:

WWW.TEAMEMERALD.COM



