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Above-Trend U.S. Growth
Could See Smaller
Companies Shine

U.S. smaller companies and a strong domestic recovery

are closely aligned.

KEY INSIGHTS
= As the U.S. economic recovery continues to broaden, smaller companies, as
the engine of the domestic economy, look well positioned to benefit.

= Above-trend U.S. growth is supportive of smaller companies, encouraging
investors down the market cap scale in search of tomorrow’s winners.

= The diverse and under-researched nature of U.S. smaller companies offers
opportunities for active investors to uncover hidden gems.
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he rebound in investor confidence,

following the most volatile period

for global equity markets since
the global financial crisis, has been
extremely encouraging. What's more,
the rally in U.S. equities has not been
confined to the large, well-known,
companies, but has extended down the
market capitalization scale.

U.S. smaller company returns led the
broader market from late 2020 into
early 2021, before pulling back during
the second and third quarters, only to
re-accelerate again more recently. Given
this positive, albeit bumpy, trajectory, the
question some investors are asking is:
What does the nearterm environment
look like for U.S. smaller companies?

At the outset, some recent market context
is potentially helpful in looking forward. It is
worth noting that U.S smaller companies

have dramatically underperformed larger
companies over the decade leading up
1o the start of the coronavirus pandemic.
Since the nadir of the pandemic-induced
down market (March 15, 2020),

U.S. smaller companies have notably
outperformed larger companies,

the Russell 2500 Index gaining 128.7%
compared with a 103.8% return for the
S&P 500 Index. In terms of the recent
weaker period of performance from U.S.
smaller companies, during the second
and third quarter of 2021, this is more
likely a simple pausing for breath in our
view, rather than a sign of anything more
fundamental. There is also an argument
to make that the recent outperformance
of larger companies is simply a catch-up
phase, having lagged small-caps through
the post-pandemic rally. More recently, U.S.
smaller companies have returned a healthy
18.8%, year-to-date in 2021 (Russell 2500),
versus 23.3% for the S&P 500."

"Source: Financial data and analytics provider FactSet. Copyright 2021 FactSet. All Rights Reserved. Analysis by T. Rowe Price.
As of October 31, 2021. Both Russell 2500 Index and S&P 500 Index values are net 30% withholding tax (see Additional Disclosures).
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Potential Drivers of Continuing U.S. Small-Cap Success
Various Factors Point to a Supportive Environment

il

Early Beneficiaries

of Economic
Recovery

As of October 31, 2021.
Source: T. Rowe Price.
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As we move toward 2022, we expect

the environment to remain broadly
supportive of smaller companies. Clearly,
the kind of returns generated since

the pandemic-related lows will not be
repeated, but as the U.S. economic
recovery continues to build and broaden,
investors looking for tomorrow’s winners
should include smaller capitalization
companies within their universe.

Potential Drivers of Continuing U.S.
Small-Cap Success

While there are potential headwinds
to be mindful of, there are also

several factors that could continue

to underpin the positive trend in
small-cap performance in 2022. Many
small-cap companies have come into
success in their own right, thanks to
some key opportunities presented by
the pandemic:

Early beneficiaries of recovery:
The U.S. economic recovery

should continue to provide a supportive
backdrop for U.S. smaller companies,
which tend to be more sensitive to shifts
in economic direction. A strong October
jobs report—the U.S. economy added
531,000 jobs—adds to a picture of an
American economy regaining its vigor
after a sluggish summer. Meanwhile,
Congress has finally approved a

USD 1.2 trillion infrastructure bill after
months of wrangling.

b 48

Drivers of the domestic

economy: In 2019, the Small
Business Administration reported that
smaller companies employed 47.3% of
the private workforce, making smaller
companies the true engine of the U.S.
economy. Small-caps tend to do well as
economies recover, and with the U.S.
economy growing at an above-trend rate,
this represents a potentially significant
tailwind for smaller companies over the
coming year.

Inflation less of a concern: While
the strong rebound in the U.S.
economy has been very encouraging,
less welcome has been the consequent
rise in U.S. inflation. Annual consumer
price index inflation soared to 6.2% in
October 2021, the largest increase in
30 years. Whether this proves to be a
transitory spike or the start of a
potentially longer-term trend, small-caps
have historically performed relatively well
during periods of higher inflation.

& Interest rate sensitivity: We are

= mindful of the fact that rising
interest rates are worrying for many
investors, who fear that higher yields will
be accompanied by falling stock prices
across the market cap spectrum.
Historically, however, small-caps and
rising interest rates have enjoyed a
reasonably harmonious relationship.
Interest rates, and the shape of the yield
curve, have been impactful on
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U.S. Small-Cap Sector Weightings Closely Aligned to Domestic Recovery
(Fig. 1) GICS* Weightings for the S&P 500 Index vs. the Russell 2500 Index (% of Total Index)
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*Global Industry Classification Standard (GICS) sector weightings.
Note: Rounding may mean sector wights do not total 100%.
As of September 30, 2021.

Sources: S&P Global and FTSE Russell Group, and T. Rowe Price calculations using data from FactSet Research Systems Inc. All rights reserved. (See Additional

Disclosures.)

performance of small-cap equities over
time—i.e., better when the curve is
steepening as this is tied to a
strengthening economy. There is also
more exposure to rate-sensitive
financials at the smaller end of the
market versus large-caps.

Diverse, under-researched
landscape: The =2,500 U.S.
mid- and small-cap companies that
make up the Russell 2500 Index provide
a broad and diverse mix of businesses
in which to invest—from established
industry leaders to new and innovative
“micro-caps” at the smallest end of the
size spectrum. In comparison, the larger
end of the market tends to be more
concentrated, and significantly skewed
toward a few main sectors, in particular.
At the same time, small and
medium-sized companies are often
under-researched by investors, which
creates good opportunities for
research-driven, active stock-pickers to
uncover hidden gems.

Corporate Results Have
Been Encouraging

U.S. smaller company earnings results
have been encouraging over the past
18 months, a fact that has underpinned
strong investment returns.

While we expect further positive returns
from U.S. smaller companies in 2022,
gains are likely to be more modest,
compared with the past 12-18 months.
Going forward, we believe that the
market is nearing a point where
fundamental quality is likely to matter
more, and increasing differentiation
across smaller company results will
greatly impact returns.

The pandemic had the effect of
highlighting companies with quality
business models, effectively forcing
them to prove their durability.
High-quality companies across a
range of industries—including those hit
hardest by the pandemic—were able to
strengthen their competitive positions
and are now poised to emerge with
greater earnings and cash flow power
as the economy reopens. Many of the
defensive measures that companies
took to preserve cash flow have
evolved into permanently reduced cost
structures, such as reductions in bricks
and mortar real estate, due to moving
to full- or part-time work-from-home
models. These actions, combined

with proactive moves made by some
quality companies, while their smaller
or more highly leveraged competitors
were focused on pure survival,
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..we believe

it will'lbe even
more important

to allocate to
businesses that
can continue

to grow profits

due to benefiting
from sustainable
competitive
advantages, rather
than depending on
government lifelines.

have strengthened their advantages,
broadened their addressable markets,
and increased their long-term earnings
profile relative to pre-pandemic levels.

Moving forward, we believe it will be
even more important to allocate to
businesses that can continue to grow
profits due to benefiting from sustainable
competitive advantages, rather than
depending on government lifelines.

A Final Word Heading Into 2022

Our view is for a continuing economic
recovery over the next 12-18 months at
least, but not without some bumps along
the way. Markets are likely to remain
highly sensitive to news on economic
indicators and also on the lingering
effects of the pandemic. But, while we
think smaller company returns will slow
from their recent pace, we also think

that an ongoing economic recovery with
improving macro indicators, will produce
a market environment that supports
small-cap performance.

Of course, as always, it is important to
stay watchful. Resurgent coronavirus
cases could easily undermine the
economic recovery and market
confidence, for example. We would
like to see further improvement in data
across consumer industries, such as
restaurants and hospitality, and in retail
sales and purchasing managers’ index
data. From a sector perspective, we
favor certain secular growth areas with
a cyclical tilt, such as industrials and
business services and materials, as
well as select growth-oriented names
in more traditionally defensive areas,
such as utilities.

Additional Disclosures

London Stock Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2021. FTSE Russell is a trading name of certain
of the LSE Group companies. FTSE Russell® is a trade mark of the relevant LSE Group companies and is used by any other LSE Group company under
license. All rights in the FTSE Russell indexes or data vest in the relevant LSE Group company which owns the index or the data. Neither LSE Group nor its

licensors accept any liability for any errors or omissions in the indexes or data and no party may rely on any indexes or data contained in this communication.
No further distribution of data from the LSE Group is permitted without the relevant LSE Group company’s express written consent. The LSE Group does not
promote, sponsor or endorse the content of this communication. The LSE Group is not responsible for the formatting or configuration of this material or for any
inaccuracy in T. Rowe Price Associates’ presentation thereof.

The S&P 500 is a product of S&P Dow Jones Indices LLC, a division of S&P Global, or its affiliates (“SPDJI”) and has been licensed for use by T. Rowe Price.
Standard & Poor’'s® and S&P® are registered trademarks of Standard & Poor’s Financial Services LLC, a division of S&P Global (“S&P”); Dow Jones® is a
registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”). T. Rowe Price is not sponsored, endorsed, sold or promoted by SPDJI, Dow
Jones, S&P, their respective affiliates, and none of such parties make any representation regarding the advisability of investing in such product(s) nor do they
have any liability for any errors, omissions, or interruptions of the S&P 500.
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T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.
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