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Is it time for U.S. Small Caps to shine? If you pick them
right

Re-examining our underweight of U.S. Small Caps

Given recent volatility in foreign equity markets and somewhat
disappointing performance relative to U.S. stocks year-to-date,
we examined our underweight of U.S. small caps to fund our
overweight of foreign developed-market (DM) and especially
emerging-market (EM) stocks. We are not underweight U.S. Small
Caps to fund an overweight on U.S. Large Caps, as our U.S. Large-
Cap allocation is also underweight vs. our long-term allocation;
because we prefer foreign over domestic stocks, especially since
late 2017. We are constructive and overweight global equities vs.
fixed income.

That said, we regularly compare U.S. Small to U.S. Large Caps
as part of our global-equity allocation strategy, which is the focus
of this note. Our analysis shows that very demanding valuations
or high secular earnings-per-share (EPS) growth expectations
persist at U.S. Small Caps vs. U.S. Large Caps, despite recurring
disappointments through this cycle in their ability to outpace U.S.
Large-Cap EPS growth. Our analysis of 1Q S&P 500 vs. Russell
2000 EPS results suggests that there aren't yet signs of Small-Cap
EPS growth materially outpacing large-cap EPS growth in 2018
or beyond, despite Small Caps being greater beneficiaries of the
corporate-tax-rate cuts. Thus, we still prefer U.S. Large over U.S.
Small Caps and continue to prefer foreign stocks vs. the S&P 500.

Russell 2000 1Q EPS growth (ex. Health Care) similar to S&P
500, but bigger tax benefit

The headline 1Q year-over-year EPS growth rate for the Russell
2000 (R2000) is very strong at 39.8%. However, the R2000 Health-
Care sector had large and similar losses in both 1Q17 & 1Q18,
which boosts the index's overall EPS growth in a very distorting
way. Excluding Health Care, R2000 EPS growth is 26.6% year-over-
year, which is similar to 27.6% at S&P ex. Health Care. Yet R2000
had a bigger tax-cut benefit given most of its revenue is generated
domestically. We estimate a ~20% tax-benefit boost to R2000 EPS
vs. 10% at most for the S&P 500. This means 1Q18 EPS growth from
operations is ~7% at R2000 vs. 15%+ at S&P 500. If we exclude all
R2000 companies with negative EPS in 1Q18 and a year ago, then
R2000 1Q18 EPS growth is 17.7%, which is slower than the 25.7%
overall at S&P. We do see R2000 EPS growth accelerating from its
2015-17 slump, but it appears to have less operating leverage to the
improving economy vs. large caps.

Making sense of Russell 2000 EPS growth requires sector-level
examination

A couple R2000 sectors had impressive 1Q EPS growth, including
Consumer Discretionary at 47% and Financials at 38%. This
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makes sense given the cyclical and domestic nature of these two.
However, other R2000 sectors posted 1Q EPS growth that appears
fully attributable to the tax cut. Such as Industrials at 21% and
Technology at 19%. Defensive domestic sectors like Staples and
Utilities posted better EPS growth of 24% and 27%, respectively,
but also mostly tax-cut-driven. We realize that 1Q U.S. GDP wasn't
great and that Q2 should be stronger, but the underlying trend
has been upward for several quarters now and yet this R2000 EPS
growth remains unimpressive.

Russell 2000 PE on 2018E EPS is 26, 19.7 ex. Health Care &
17.6 ex. negative EPS

Consensus 2018E R2000 EPS growth is 50%+, but ~17% ex.
negatives, vs. about 21% for S&P. R2000 trades at 26x 2018E EPS,
we consider bottom-up 2018E R2000 EPS reasonably credible, but
this price-to-earnings (PE) ratio is high even with negative EPS
given it is nine years since the last recession. The R2000 PE is less
demanding ex. Health Care and negative EPS stocks. The S&P PE on
bottom-up 2018E EPS, to which we have now aligned our estimate,
is 16.8x or 4% cheaper than R2000 ex negatives. To compare PEs,
consider relative EPS growth + dividend yield of both 2019 and
beyond.

Historically R2000 has the same EPS growth + dividend yield
as S&P 500

Since 1995, the average EPS growth + dividend yield is the same
for R2000 and S&P 500, both 8.4%. R2000 has higher EPS growth
(6.9% vs. 6.5%) yet lower dividend yield (1.5% vs. 1.9%) than S&P
500. On this basis, investors were equally rewarded for long-term
ownership of R2000 and S&P 500. But the R2000 has much greater
earnings cyclicality, so that's why we think it is justifiable that
R2000 ex negatives has historically been trading at a small discount
to the S&P 500 on average.

PE of Russell 2000 ex. negatives is 18.9 on annualized 1Q18
EPS, S&P is 17.4

If we annualize 1Q18 EPS, R2000 trades at 35.8x such annualized
recent-quarter actual EPS, but 18.9x ex. negative EPS stocks; this
is still a 9% premium to S&P at 17.4x annualized 1Q18 EPS. Since
1978, R2000 ex. negative trailing EPS stocks trades at 4% discount
to the S&P on average. Is the current higher-than-average valuation
premium at R2000 justified by the earnings outlook? If we look
beyond 2018, consensus 2019E R2000 EPS growth is 28% and 10%
for the S&P 500. We consider the 2019E bottom-up R2000 EPS
highly doubtful, as this far out tends to be far too high. We think the
Russell is likely to generate 5-10% EPS growth and the S&P 5-8%
in 2019.

How to invest in small caps? Carefully and selectively

A demanding PE and continued slow EPS growth, excluding the
one-time tax cut benefit, at the Russell 2000 overall amidst an
aging cycle calls for selective U.S. Small-Cap investing in our
view. Careful consideration of valuations, current and long-term
earnings, and even takeover potential, are important to navigate
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in this environment. For instance, although Small-Cap Health Care
was unprofitable in past years and losses are expected again in
2018, most of the year-to-date Russell outperformance comes from
Health Care owing to a mergers-and-acquisitions wave in Biotech.
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Glossary

Earnings per share (EPS)

Earnings per share (EPS) is calculated as a company's net income
minus dividends of preferred stock, all divided by the total number
of shares outstanding.

Gross domestic product (GDP)

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.

Price-to-earnings (P/E) ratio or multiple

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

Russell 2000

The Russell 2000 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.

S&P 500

The S&P 500 is an index that includes 500 leading U.S. companies
capturing approximately 80% coverage of available U.S. market
capitalization.
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Hong Kong

The contents of this document have not been reviewed by any
regulatory authority in Hong Kong. You are advised to exercise
caution in relation to the investments contained herein. If you are
in any doubt about any of the contents of this document, you
should obtain independent professional advice. This document has
not been approved by the Securities and Futures Commission in
Hong Kong nor has a copy of this document been registered by
the Registrar of Companies in Hong Kong and, accordingly, (a)
the investments (except for investments which are a “structured
product” as defined in the Securities and Futures Ordinance
(Cap. 571 of the Laws of Hong Kong) (the “SFO")) may not be
offered or sold in Hong Kong by means of this document or
any other document other than to “professional investors” within
the meaning of the SFO and any rules made thereunder, or in
other circumstances which do not result in the document being
a "“prospectus” as defined in the Companies (Winding Up and
Miscellaneous Provisions) Ordinance (Cap. 32 of the Laws of Hong
Kong) (“CO”) or which do not constitute an offer to the public within
the meaning of the CO and (b) no person shall issue or possess
for the purposes of issue, whether in Hong Kong or elsewhere, any
advertisement, invitation or document relating to the investments
which is directed at, or the contents of which are likely to be
accessed or read by, the public in Hong Kong (except if permitted
to do so under the securities laws of Hong Kong) other than with
respect to the investments which are or are intended to be disposed
of only to persons outside Hong Kong or only to “professional
investors” within the meaning of the SFO and any rules made
thereunder.

Singapore

Singapore Interests in the funds mentioned herein are not allowed
to be made to the public or any members of the public in Singapore
other than (i) to an institutional investor under Section 274 or 304
of the Securities and Futures Act (Cap 289) (“SFA"), as the case
may be, (ii) to a relevant person (which includes an Accredited
Investor) pursuant to Section 275 or 305 and in accordance with
other conditions specified in Section 275 or 305 respectively of
the SFA, as the case may be, or (iii) otherwise pursuant to, and in
accordance with the conditions of, any other applicable provision
of the SFA.

Important Information

DWS is the brand name of DWS Group GmbH & Co. KGaA. The
respective legal entities offering products or services under the
DWS brand are specified in the respective contracts, sales materials
and other product information documents. DWS Group GmbH &
Co. KGaA, its affiliated companies and its officers and employees
(collectively “DWS Group”) 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
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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, recommendation or solicitation to conclude a
transaction and should not be treated as giving investment advice.

DWS Group does not give tax or legal advice. Investors should
seek advice from their own tax experts and lawyers, in considering
investments and strategies suggested by DWS Group. Investments
with DWS Group are not guaranteed, unless specified.

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 the 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 the transaction
and not the summary contained herein. Past performance is no
guarantee of current or future performance. Nothing contained
herein shall constitute any representation or warranty as to future
performance.

Although the information herein has been obtained from sources
believed to be reliable, DWS Group does not guarantee its accuracy,
completeness or fairness. No liability for any error or omission is
accepted by DWS Group. Opinions and estimates may be changed
without notice and involve a number of assumptions which may
not prove valid. All third party data (such as MSCI, S&P, Dow
Jones, FTSE, Bank of America Merrill Lynch, Factset & Bloomberg)
are copyrighted by and proprietary to the provider. DWS Group or
persons associated with it (“Associated Persons”) 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 securities, and earn
brokerage or other compensation.

The document was not produced, reviewed or edited by any
research department within Deutsche Bank 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 expressed by other Deutsche Bank
departments including research departments. This document may
contain 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 material. 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
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indicated. Therefore, actual results may vary, perhaps materially,
from the results contained herein. No representation or warranty is
made by Deutsche Bank as to the reasonableness or completeness
of such forward looking statements or to any other financial
information contained herein.

This document may not be reproduced or circulated without
DWS Group’s written authority. The manner of circulation and
distribution of this document 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 contrary to law or regulation or which would subject
DWS Group 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.

Unless notified to the contrary in a particular case, investment
instruments are not insured by the Federal Deposit Insurance
Corporation ("FDIC") or any other governmental entity, and are not
guaranteed by or obligations of DWS Group.

© 2019 Deutsche Asset Management (Asia) Limited

Publisher: DWS Investment GmbH, Mainzer LandstralRe 11-17,
60329 Frankfurt am Main, Germany
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