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If the stock market were rational, 
the Avantis U.S. Small-Cap Value 
exchange-traded fund would be beating 
the S&P 500 and the Nasdaq 100 this 
year. As its investment strategy, Avantis 
employs two of the key stock selection 
factors—small-cap and value—that fi-
nancial academics have long identified as 
leading to market outperformance. And 
pricey growth stocks, like the Magnifi-
cent Seven tech names leading those two 
benchmarks, normally fall when interest 
rates are high, as they are now.

Yet the market can stay irrational 
longer than you can stay solvent. Despite 
recent setbacks, the S&P 500 and the 
Nasdaq 100 indexes are still up 13.1% and 
35.4%, respectively, for the year, while 
the small-cap Russell 2000 and Russell 
2000 Value indexes have returned 2.5% 
and minus 0.5%. The Avantis U.S. Small-
Cap Value ETF is up just 6.1%.

That’s despite the fact that, by many 
measures, small-cap stocks are histor-
ically cheap relative to large-growth 
ones. The average price/earnings ratio 
of both the Russell 2000 and the S&P 
SmallCap 600 indexes is less than 13. 
Meanwhile, the S&P 500’s P/E ratio is 
21, and the tech-heavy Nasdaq 100 and 
Russell 1000 Growth P/Es are 29 and 
31, respectively. In the cheaper Russell 
2000 Value, the P/E is only 9.1. 

The average P/E ratio of the Russell 
1000 Growth index since the beginning 
of January 2010 was a little less than 
24, says Phil McInnis, chief investment 
strategist at Avantis Investors. Depending 
on the small-cap benchmark, since 2010 

those P/E averages are 18 or 19. About the 
only time McInnis has seen the small ver-
sus large valuation gap wider was during 
the dot-com bubble’s peak in January 
2000, when Russell 1000 Growth was 
trading at 38 times earnings.

Thanks to renewed inflation and 
interest-rate worries, there are signs that 
we are finally reaching a selloff inflection 
point. In the third quarter, energy and fi-
nancial stocks held up, and they are usu-
ally found in the value camp, and in the 
case of regional banks, the small-value 
camp. The average fund in Morningstar’s 
Equity Energy category gained 10.2%, 
and the average Financial fund was up 
0.6%. Meanwhile, the S&P 500, Nasdaq 
100, Russell 1000 Growth, and the Rus-
sell 2000 Value were all down about 3%. 
Russell 2000 Growth lost 7.3%.

Recession Outlook
Cheapness itself has rarely been the 

reason that stocks outperform. There 
needs to be another catalyst for small-
caps to win. 

The upside case for small-caps, 
valuations aside, is a mild recession—or, 
better yet, none—in which inflation 
and interest rates remain flat or de-
cline gradually. The downside risk is a 
significant recession. Smaller companies 
tend to have weaker businesses that get 
hurt more in recessions than blue chips. 
They’re also more dependent on external 
bank or bond market financing that can 
dry up or become too expensive when 
times are tough. 

“Let’s say Apple and [a small busi-
ness] go to the same bank and ask for 
loans,” says Joe Hohn, a senior portfolio 

manager at Dimensional Fund Advisors, 
which manages the $5.7 billion Dimen-
sional U.S. Small Cap ETF. “Who’s 
going to get the lower interest rates? Of 
course, Apple is.”

While inflation seems to be moder-
ating, and Federal Reserve Chairman 
Jerome Powell paused rate increases in 
September for the second time this year, 
he indicated that the central bank could 
increase rates again later this year. More-
over, a faction of the Republican Party 
has proved willing to shut down the gov-
ernment. Such shut-downs, although not 
as economically severe as failing to raise 
the federal debt ceiling—which, after 
much debate, was approved earlier this 
year—could lead to credit downgrades of 
U.S. Treasuries and trigger a recession if 
not resolved quickly. The current federal 
funding bill expires in mid-November. 

Index vs. Active
Although small-caps look appealing 

now, you should probably favor funds 
that minimize the downside risks. “If 
we have a hard landing, I think por-
tions of the small-cap universe will do 
poorly,” says Fred Stanske, manager of 
Fuller & Thaler Behavioral Small-
Cap Growth. “If you’re going to buy a 
small-cap portfolio right now, you’d want 
to lean toward more-profitable compa-
nies. Those companies will probably still 
make money in more difficult times.”

Stanske points out that 41% of compa-
nies in the Russell 2000 small-cap index 
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are unprofitable, versus only 17% in the 
large-cap Russell 1000. That makes 
Russell 2000 index funds a poor choice 
for today’s fragile economic environ-
ment. A better option for the pure index 
investor is the SPDR Portfolio S&P 
600 Small Cap ETF. It has a low, 0.03% 
expense ratio, and its benchmark re-
quires companies to be profitable before 
they’re included. It also has beaten the 
iShares Russell 2000 ETF in the past 
three, five, and 10 years, and it fell less 
in 2022’s decline, losing 16.1% while the 
Russell 2000 ETF fell 20.5%. 

Small-cap stocks are a less efficient 
market than large-caps, which are cov-
ered widely by financial analysts, pro-
viding opportunities for active managers 
to add value. For a low fee, quantitative 
managers like Dimensional Fund Advi-
sors and Avantis can improve returns 
just by making small but often important 
shifts away from the benchmark. 

Dimensional U.S. Small Cap has 
beaten the SPDR small-cap ETF in the 
past 10 years and has shown a moderate 
risk profile, falling less—13.8%—than 
the SPDR in 2022. It also eliminates the 
least profitable companies, companies 
with the highest price/book ratios, initial 
public offerings, and those that have 
grown their assets too much by dilutive 
share offerings—all of which Dimen-
sional has found lead to subpar future 
performance. 

Perhaps most important, Dimensional 
actively trades the fund’s stocks daily to 
find the best pricing, while index funds 
add and remove stocks in their bench-
mark quarterly or annually. That’s espe-
cially important with illiquid small-caps. 
Index funds with trades scheduled in 
advance can suffer from bad pricing and 
even “front running,” in which hedge 
funds and other players bid up or push 
down small-stock prices before indexers 
can make their purchases or sales.

Hohn says that Dimensional tries to 
offer the best of both worlds: the low 
costs of index funds and an active quan-
titative edge. Dimensional U.S. Small 
Cap has a modest, 0.26% expense ratio. 
Ideally, it should outperform the indexes 
by a small margin over time, as it holds 
about 2,000 stocks. 

That said, a truly astute active man-
ager can trounce small-cap benchmarks 
with less risk by holding a smaller port-
folio of carefully researched stocks. Yet 
you’ll pay more for that manager. Rein-
hart Genesis PMV has a 1.20% expense 
ratio but has bested Dimensional’s ETF 
and 94% of its Small Blend category fund 

peers in the past five years with an 6.8% 
annualized return.

Two important stats for analyzing 
funds’ risks are upside and downside 
capture ratios. The Reinhart Genesis 
fund has had a 65% downside capture 
ratio in the past three years, indicating 
that for every 1% the small-cap stock 
market fell, it lost only 0.65%. It has a 
96% upside ratio, so it captures most of 
the market’s upside. 

Reinhart typically holds only 35 to 45 
stocks, says manager Matthew Martinek: 
“When you’re investing in durable com-
panies, you can be a lot more concentrat-
ed if you’re doing your research and still 
not have [too much] portfolio volatility.”

One example that illustrates the 
quality of the companies in Martinek’s 
portfolio is First Citizens BancShares, 
which the fund has held since 2018. 
“Banking is very competitive, largely 
commoditized,” he says. “But there are 
a handful of banks that have carved 
out a nice competitive advantage.” He 
points to First Citizens’ strong branch 

network and its history of savvy acqui-
sitions of distressed or bankrupt banks 
by working with the Federal Deposit 
Insurance Corp. and buying their assets 
at a discount.

First Citizens’ latest acquisition is a 
familiar one—the now-defunct Silicon 
Valley Bank—which it bought cheaply 
with the FDIC’s blessing in March. 

“This was probably the most attrac-
tive acquisition I’ve seen in my career,” 
says Martinek. “It doubled [First 
Citizens’] tangible book value per share 
overnight, and there are a lot of protec-
tions and guarantees built in that were 
granted by the FDIC.” 

Wall Street agrees. The stock is up 
76% this year, while the regional bank-
ing sector has declined. 

Concentration Risks 
Still, concentrated portfolios, even 

those in high-quality stocks, dramati-
cally increase the risk of missteps. Any 
individual company blowup can tank a 
fund’s returns. Boutique fund shops like 



Reinhart tend to have more-concentrated 
portfolios than big fund shops, which can 
afford the deep analyst teams necessary 
to research thousands of small stocks 
worldwide and find attractive ones.

Fidelity Investments has a series of 
active small-cap and mid-cap funds that 
have done exceptionally well while hold-
ing more stocks. Fidelity Stock Selector 
Small Cap, for instance, holds 210 stocks 
but has managed to beat 93% of its Small 
Blend category peers in the past 10 years, 
generally with less downside risk.

The granddaddy of Fidelity’s small-
cap funds is Fidelity Low-Priced 
Stock. Because of its $26 billion size, it 
is now more of an all-cap than small-cap 
fund that holds over 700 stocks. Still, 
co-manager Sam Chamovitz credits 
Fidelity’s 12-member dedicated global 
small-cap analyst team with being able 
to uncover high-quality but low-valued 
undiscovered gems.

One example the team scooped up 
in last year’s selloff is energy-efficient 
swimming-pool equipment company 
Hayward Holdings, which has a strong 
market position despite recession con-
cerns. Such a balance of quality and value 
has given the fund a low, 70% downside 
capture ratio in the past three years. 

Small-Cap Value
While academics favor small-cap 

value over growth, the research proving 
their outperformance is for them as a 
whole, not for concentrated portfolios. 
Individually, small-value stocks tend to 
be the weakest companies that can be 
cheap for good reasons. 

This is why Avantis U.S. Small 
Cap Value is a good option, as it holds 
over 700 stocks while still making 
the necessary active tweaks to give it 
an edge, much like Dimensional Fund 
Advisors. In fact, Avantis was found-
ed by former Dimensional alums who 
employ similar trading techniques. The 
fund’s quant strategy not only screens 
for cheap stocks but also requires that 
they be profitable, adding a quality tilt. 
The fund’s 24.2% three-year annualized 
return bests 93% of its peers, and it has a 
low, 0.25% expense ratio.

Still, there are more-concentrated ac-
tive small-value funds that manage their 
downside risk well. FPA Queens Road 
Small Cap Value and Royce Small-
Cap Special Equity hold 52 and 32 
stocks, respectively, according to Morn-
ingstar. Yet both funds have managed to 
outperform their peers with significantly 

less downside capture and volatility. 
Their secret: Both funds are run by 

managers who pay scrupulous atten-
tion to small-company balance sheets, 
so there is less potential for individual 
company blowups. Royce’s fund is 
run by two managers with accounting 
backgrounds, a rarity among funds. The 
other risk-control measure is a strict 
unwillingness to overpay for stocks and 
a willingness to hold cash instead—both 
portfolios now hold over 10% cash—
which dampens the downside. 

Small-Cap Growth
The academic case for small-cap 

growth stocks is weaker than small-val-
ue, depending largely on variable defini-
tions of growth, which produce different 
results. Profitability is good, but paying 
too much for it generally isn’t. But with 
the right manager homing in on the best 
managed rapidly growing tiny compa-
nies, the returns can be exceptional. 

Fuller & Thaler Behavioral Small-
Cap Growth, Needham Aggressive 
Growth, and Tributary Small Compa-
ny get small-growth investing right. The 
Fuller fund’s strategy has an unusual 
behavioral spin in that Stanske, its man-
ager, doesn’t seek companies with long-
term earnings growth but instead ones 
that have beaten their latest Wall Street 
earnings estimates. Investors underesti-
mate the growth potential of such com-
panies, which helps them outperform. 

Stanske points to a recent portfolio 
addition, Remitly Global, as an exam-
ple. “They’re a transfer agent for money 
across [national] borders,” he says. 
“They’ve just been grabbing market 
share and doing a lot better than [ana-
lyst] expectations.” By picking up the 
stock near the beginning of 2023, Stan-
ske has benefited from its almost 120% 
run this year.

Fuller’s performance has been impres-
sive, besting 89% of its peers in the past 
five years with a 7.0% annualized return, 
and 98% in 2023 with a 17.3% one. Still, 
most traditional small-growth funds get 
dinged on the downside when hot stocks 
suddenly cool. Fuller was down 27.7% 
in 2022, in line with the average Small 
Growth fund’s 27.8%. Needham Aggres-
sive Growth, which has more of a tech 
stock focus, also got dinged, down 27.5%.

If you want a more defensive small-
growth fund, Tributary Small Company 
is a good choice. Although technically 
categorized as Small Blend, it employs a 
growth-at-a-reasonable-price strategy. 

Last year, it fell 12.9%. “We’ll buy stocks 
that are exhibiting more growth, but 
we’re going to be disciplined on what we 
pay for those,” says co-manager Mark 
Wynegar. 

One recent purchase was Viavi 
Solutions, a wireless network equip-
ment company that has good long-term 
growth prospects but has suffered from 
recession concerns. 

“Viavi is a high-quality company that 
is well positioned relative to the competi-
tion,” says co-manager Michael Johnson. 
“It has a good balance sheet and cash 
flow, but in the short term, there’s a 
spending slowdown.”

International Small-Caps
Arguably the best opportunities for 

active small-cap managers are overseas, 
as foreign companies have the least ana-
lyst coverage. One of the most defensive 
international small-cap funds is Fidel-
ity International Small Cap, which 
Chamovitz co-manages. It has an 87% 
three-year downside capture ratio.

Among the fund’s recent stock 
additions is Kansai Electric Power, 
which should see a boost to its earnings 
as its nuclear power plants have recent-
ly reopened after closing because of 
the Fukushima accident in 2011. “That 
returns Kansai to a more normal-looking 
utility with a very low cost [power] gen-
eration structure,” Chamovitz says. 

Both value and growth stocks offer 
big opportunities overseas, but there 
are added currency and country risks 
with lesser-known foreign companies. 
Driehaus International Small Cap 
Growth has beaten its peers in Morn-
ingstar’s Foreign Small/Mid Growth 
fund category in nine out of the past 10 
calendar years. 

Moerus Worldwide Value has done 
a terrific job in value-led markets like 
2022’s, when it gained 6.2% while mar-
kets dropped. But in growth-led markets 
like 2020’s, it fell 10.3% while tech stocks 
soared. With an extremely low average 
P/E ratio of 7.0 for its stock portfolio, 
according to Morningstar, the fund could 
prove to be an excellent diversifier in a 
high-rate environment. Consider that in 
the midst of a U.S. banking downturn, 
two of manager Amit Wadhwaney’s most 
successful stocks this year are IDFC 
First Bank and UniCredit, both of 
which have rallied from depressed levels. 

It’s precisely such diversification 
that makes small-cap stock investing 
worthwhile.


