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RUSSELL 2000: AVOIDING ITS BROAD BETA AND VAL-

UE PLAY 

From a macro perspective, the Russell 2000 is typically 

treated as a higher beta, more value (financials heavy) and 

U.S. economy-tilted version of the S&P 500. While small 

caps carry a connotation of growth, usually growth is a char-

acteristic more associated with sector or industry than size. 

In this note, we review Russell 2000 earnings and balance 

sheets after the second quarter of 20202 and the shifting 

composition of the Russell 2000; as its old & vulnerable 

sectors struggle in the pandemic, while its young & healthy 

sectors show promise with many of its tech companies turn-

ing profitable for the first time. We see the Russell 2000 

more as an attractive universe for growth-stock selection 

than the index as a macro play. 

RUSSELL 2000: THE PROFITABLE ARE VULNERABLE, 

BUT UNPROFITABLE SHOW GREAT PROMISE 

The Russell 2000 lost 99% of its profits in the second quar-

ter of 2020 vs. a year ago. As 1077 companies were profita-

ble vs.1257 last year. Of the profitable companies in the 

second quarter 2019, profits fell 2/3rds in the second quar-

ter of 2020. 

The decline in profits at the profitable Russell 2000 firms in 

the second quarter of 2019 is the same magnitude suffered 

in aggregate by the old & vulnerable S&P 500 sectors in the 

second quarter 2020 (financials, real estate, consumer dis-

cretionary ex internet retail, industrials, materials and ener-

gy). 

In the second quarter of 2019, about 125% of Russell 2000 

profits, or about 90% excluding the health-care sector, 

came from financials, consumer discretionary, energy, ma-

terials, industrials, Real Estate Investment Trusts (REITs). 

These are the sectors vulnerable in this pandemic, which 

are also mature and generally growth challenged. Whereas, 

young & healthy sectors (tech, communications, health 

care, staples and utilities) were small contributors to Russell 

2000 profits in 2019. For instance, health care in aggregate 

has not been profitable at the Russell 2000 for years. Ex-

cluding health care, tech was 8% of Russell 2000 profits in 

the second quarter of 2019, but then surged to 33% in the 

second quarter of 2020 as its profits increased and other 

sectors declined. On a more normalized basis or in 2022, 

we would expect tech and communications to be about 15% 

of profits. 

The overall mix of Russell 2000 profits remains skewed 

toward old & vulnerable sectors, despite the recent jump in 

tech earnings and smaller losses at health care. Thus, the 

Russell 2000 price-to-earnings ratio (P/E) ex. health care or 

negative earnings firms is a P/E on what are generally old & 

vulnerable businesses. However, the market-cap composi-

tion of the Russell 2000 is now 40% tech and health care. 

We think these two sectors, despite their high or infinite P/
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Es, are the more attractive segments of the Russell 2000 

and ripe for stock picking. 

TECHNOLOGY WAS THE ONLY RUSSELL 2000 SECTOR 

WITH POSITIVE EARNINGS GROWTH IN THE SECOND 

QUARTER OF 2020  

The only profitable Russell 2000 sector that had earnings-

per-share (EPS) growth in the second quarter of 2020  was 

tech and the growth mostly came from non-profitable Tech 

companies turning profitable this year for the first time. 

Many of these tech companies were able to use pandemic 

conditions to increase their customer base, scale up their 

business model and turn profitable. These companies are 

flourishing, they were pandemic immune and are likely to 

continue to expand briskly as adoption and demand for their 

business productivity enhancing services goes mainstream. 

RUSSELL 2000 LEVERAGE IS RISING AND CONCERN-

ING AT THE OLD & VULNERABLE SECTORS 

Russell 2000 ex. financials Net Debt / Earnings before Inter-

est, Taxes, Depreciation, and Amortization (EBITDA) is up 

from 290% a year ago to 330% now on trailing four quar-

ters, mostly owing to the decline in EBITDA. Total debt is 

only marginally higher at 700 billion dollars now vs. 680bil-

lion dollars a year ago. The Net Debt / EBITDA ratio of Rus-

sell 2000 ex financials is similar to the old & vulnerable part 

of S&P 500. However, the old & vulnerable sectors of the 

Russell 2000 suffered much greater balance-sheet deterio-

ration. Suggesting, Russell 2000 ex. tech and health care 

has more leverage risk than S&P 500. 

RUSSELL 2000 IS MORE SENSITIVE TO U.S. GDP, ES-

PECIALLY OLD & VULNERABLE SECTORS 

The Russell 2000 generates nearly 80% of its revenue in 

the United States, vs 65% of S&P 500 revenue being do-

mestic. The Russell 2000 is more sensitive to U.S. gross 

domestic product (GDP) while the S&P 500 is more sensi-

tive to global GDP and better secular growth drivers. After 

the initial reopening bounce, U.S. GDP is showing signs of 

sharp slowing and perhaps stalling. Initial jobless claims are 

still higher than their peak during the financial crisis and 

election risks could weigh more on small caps. Analyst bot-

tom-up consensus EPS estimates for full 2020 for the Rus-

sell 2000 are expected to be down 68% vs. 2019 and con-

sensus 2021 EPS is still 10% below 2019 EPS. It is proba-

bly going to take until at least 2022 for the Russell 2000 to 

recover its pre-pandemic profits. We think economic condi-

tions and overall index composition, which is still higher 

beta and value tilted vs. S&P 500, will keep Russell 2000 

gains vs. the S&P 500, and likely absolutely, limited over 

the coming year, unless its promising growth stocks at tech 

and health care deliver strong gains and carry the index.  

A balance sheet summarizes a company's assets, liabilities and 

shareholder equity. 

Beta is a measure of volatility that captures a security's systematic 

risk according to the capital asset pricing model. 

EBITDA (earnings, before interest expenses, taxes, depreciation 

and amortization) is an accounting measure calculated using a 

company's net earnings, before interest expenses, taxes, deprecia-

tion and amortization are subtracted. 

The financial crisis refers to the period of market turmoil that started 

in 2007 and worsened sharply in 2008 with the collapse of Lehman 

Brothers. 

The gross domestic product (GDP) is the monetary value of all the 

finished goods and services produced within a country's borders in 

a specific time period. 

Market capitalization, in the context of an individual firms, is the 

number of shares issued multiplied by the value of the shares. 

The price-to-earnings (P/E) ratio compares a company's current 

share price to its earnings per share. 

A Real Estate Investment Trust (REIT) is a company that owns and, 

in most cases, operates income-producing real estate. REITs sell 

like a stock on the major exchanges and invest in real estate direct-

ly, either through properties or mortgages. 

The Russell 2000 Index is an index that captures the 2,000 smallest 

stocks of the Russell-3000 index, which again comprises 3,000 

small- and mid-cap U.S. listed stocks. 

The S&P 500 is an index that includes 500 leading U.S. companies 

capturing approximately 80% coverage of available U.S. market 

capitalization. 

Small cap firms generally have a market capitalization of less than 

$2 billion. 

Value stocks are stocks from companies that are trading at prices 

close to their book value and that are therefore cheaper than the 

market average on that metric. 
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IMPORTANT INFORMATION 
This marketing communication is intended for retail clients only. 

DWS is the brand name of DWS Group GmbH & Co. KGaA and its subsidiaries under which they operate their business activities. The re-
spective legal entities offering products or services under the DWS brand are specified in the respective contracts, sales materials and other 
product information documents. DWS, through DWS Group GmbH & Co. KGaA, its affiliated companies and its officers and employees 
(collectively “DWS”) are communicating this document in good faith and on the following basis. 

This document has been prepared without consideration of the investment needs, objectives or financial circumstances of any investor. 
Before making an investment decision, investors need to consider, with or without the assistance of an investment adviser, whether the 
investments and strategies described or provided by DWS Group, are appropriate, in light of their particular investment needs, objectives 
and financial circumstances. Furthermore, this document is for information/discussion purposes only and does not constitute an offer, rec-
ommendation or solicitation to conclude a transaction and should not be treated as giving investment advice. 

The document was not produced, reviewed or edited by any research department within DWS and is not investment research. Therefore, 
laws and regulations relating to investment research do not apply to it. Any opinions expressed herein may differ from the opinions ex-
pressed by other legal entities of DWS or their departments including research departments.  

The information contained in this document does not constitute a financial analysis but qualifies as marketing communication. This market-
ing communication is neither subject to all legal provisions ensuring the impartiality of financial analysis nor to any prohibition on trading 
prior to the publication of financial analyses. 

This document contains forward looking statements. Forward looking statements include, but are not limited to assumptions, estimates, 
projections, opinions, models and hypothetical performance analysis. The forward looking statements expressed constitute the author‘s 
judgment as of the date of this document. Forward looking statements involve significant elements of subjective judgments and analyses 
and changes thereto and/ or consideration of different or additional factors could have a material impact on the results indicated. Therefore, 
actual results may vary, perhaps materially, from the results contained herein. No representation or warranty is made by DWS as to the 
reasonableness or completeness of such forward looking statements or to any other financial information contained in this document. Past 
performance is not guarantee of future results. 

We have gathered the information contained in this document from sources we believe to be reliable; but we do not guarantee the accuracy, 
completeness or fairness of such information. All third party data are copyrighted by and proprietary to the provider. DWS has no obligation 
to update, modify or amend this document or to otherwise notify the recipient in the event that any matter stated herein, or any opinion, pro-
jection, forecast or estimate set forth herein, changes or subsequently becomes inaccurate. 

Investments are subject to various risks, including market fluctuations, regulatory change, possible delays in repayment and loss of income 
and principal invested. The value of investments can fall as well as rise and you might not get back the amount originally invested at any 
point in time. Furthermore, substantial fluctuations of the value of any investment are possible even over short periods of time. The terms of 
any investment will be exclusively subject to the detailed provisions, including risk considerations, contained in the offering documents. 
When making an investment decision, you should rely on the final documentation relating to any transaction.  

No liability for any error or omission is accepted by DWS. Opinions and estimates may be changed without notice and involve a number of 
assumptions which may not prove valid. DWS or persons associated with it may (i) maintain a long or short position in securities referred to 
herein, or in related futures or options, and (ii) purchase or sell, make a market in, or engage in any other transaction involving such securi-
ties, and earn brokerage or other compensation. 

DWS does not give taxation or legal advice. Prospective investors should seek advice from their own taxation agents and lawyers regarding 
the tax consequences on the purchase, ownership, disposal, redemption or transfer of the investments and strategies suggested by DWS. 
The relevant tax laws or regulations of the tax authorities may change at any time. DWS is not responsible for and has no obligation with 
respect to any tax implications on the investment suggested. 

This document may not be reproduced or circulated without DWS written authority. The manner of circulation and distribution of this docu-
ment may be restricted by law or regulation in certain countries, including the United States. 

This document is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any 
locality, state, country or other jurisdiction, including the United States, where such distribution, publication, availability or use would be con-
trary to law or regulation or which would subject DWS to any registration or licensing requirement within such jurisdiction not currently met 
within such jurisdiction. Persons into whose possession this document may come are required to inform themselves of, and to observe, 
such restrictions. 
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