WHERE IS A RECESSION BEING
PRICED IN?

U.S. Small Caps
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Figure 5: S&P 600




Since Dec-19

EPS: +87%
Price Level: +21%
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Figure 8: S&P 600 Industrials
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Figure 11: S&P 600 Consumer Discretionary
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Technology and Health Care—specifically biotechnology—have had tremendous earnings growth over the past
few years.

These sectors—big allocations in small-cap growth indexes—also have significant earnings growth expectations
to meet, lest they be punished by investors.

Those earnings growth expectations have been reduced in recent months, particularly for Health Care. The latest
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Certain sectors—Energy and Industrials, in particular—show no signs of slowing earnings growth. Others, such as
Financials and the Consumer sectors, are showing moderating growth expectations.

Nonetheless, small caps appear to be priced for a recession, at least far more so than large caps. While this may or
may not be a base case scenario for many investors, it is important to see what appears to be baked into market
prices.

For long-term investors, with the time horizon to withstand the normal fluctuations of the business cycle, the 30%
discount of small caps relative to the historical median may provoke consideration for a small-cap allocation.

Even if recession seems to be a foregone conclusion consider these two points:

+ The Russell 2000 is currently o 24% from its November 2021 peak. Small caps have historically dropped 36%
on average in a recession, meaning the market has already priced in two-thirds of a typical recession?

+ What has worked within small caps over the past year—dividends—may be the place to allocate during this
volatile market
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While we have been focusing our attention on the valuations and earnings trends of small caps, a similar picture
can be extended for mid-caps.

Many investors do not o en think of dividends when it comes to mid- and small-cap companies. This can be a
costly oversight.

Consider this:

+ Asimple market cap-weighted strategy that bought all Russell 2000 dividend payers would have outperformed
the Russell 2000 by 12.9% over the 12 months ended in April (excluding fees and expenses, if applicable)

+ Asimple market cap-weighted strategy thatboughtall Russell Midcap dividend payers would have outperformed
the Russell Midcap by 8.5% over the 12 months ended in April (excluding fees and expenses, if applicable)
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Figure 17: Mid-Cap Index 1-Year Sector Attribution

Category

Communication Services 0.39%
Health Care

Materials 0.63%

1.91% -0.48%

2.13% -1.47%

0.33% 0.20%

1.83%

1.35%

1.16%

2.93% 3.99% -1.06%

1.90% 11.58% -9.69%

9.74% 5.61% 4.13%

Attribution Components Average Category Weight Category Performance
Allocation Stock o Total Index Benchmark +-Wat WT Index Benchmark
Selection Attribution Weight Weight g Return Return

3.45% -35.46%

4.94% -14.11%

14.98% 8.74%







Aswe’ve mentioned, market price
Divid

Figure 22: Small-Cap Estimated Price-to-Earnings Ratios
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Basis point (bp): 1/100th of 1%. Bear market: A sustained downturn in market prices, increasing the chances of negative portfolio returns. Cash
flows: A measure of how much cash a business generatesa er taking into account all necessary expenses, including net capital expenditures.
Dividends: A portion of corporate profits paid out to shareholders. Earnings growth: Earnings growth is the annual compound annual growth rate
of earnings frominvestments. Earnings:
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