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US small-cap stocks have underperformed large-cap peers in recent years, opening 
a significant valuation discount that seems hard to justify based on relative earnings 
strength or balance sheet health. Looking ahead, the sector exposure of small-cap 
stocks may make them better positioned for the current environment of rising interest 
rates and high commodity prices. While the bar for tactical decisions during volatile 
market conditions should be high, we believe investors should lean into US small-cap 
equities. Using an active manager or a passive approach with a quality bias may further 
boost investors’ chances of success.

Performance & Valuations
The S&P SmallCap 600® Index (S&P 600) has outperformed the large-cap MSCI US 
Index for most of its history until recently (Figure 1). Small caps have trailed by around 
830 basis points (bps) over the past year and by more than 350 bps annualized during 
the last five years—in the bottom decile of relative underperformance. This underper-
formance was, in part, linked to first quarter 2020, when small caps underperformed 
large peers by around 1,300 percentage points. 

FIGURE 1   UNTIL RECENTLY, THE S&P 600 HAS TYPICALLY OUTPERFORMED THE MSCI US

5-Yr Excess Return S&P 600 vs MSCI US
December 31, 2003 – May 31, 2022 • Rolling 5-Yr Relative AACR (%)

Note: Excess return data are daily and represent the difference in total returns gross of dividend taxes.

Sources: MSCI Inc., Standard & Poor's, and Thomson Reuters Datastream. MSCI data provided "as is" without any express or 
implied warranties.
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Recent small-cap underperformance was likely connected to the perception that they 
are more vulnerable to recessions and to concerns about their lower index weights for 
technology (and tech-like) companies, which were expected to benefit from COVID-
related increases in demand. Still, while this may have been the expectation, small-cap 
earnings growth has turned out to be much stronger. In fact, S&P 600 earnings growth 
over the past five years was nearly twice that of global large-cap stocks (Figure 2). 
Put another way, despite the expected boost to revenue for companies in areas like 
hardware, software, and broadband from pandemic-related shifts in demand (e.g., 
e-commerce, work from home), it turned out smaller companies gained ground, given 
robust economic growth and a swift rebound in employment.

The result is that small-cap valuations now look attractive both from an absolute and 
relative perspective. Using our preferred normalized price-earnings ratio (P/E), which 
uses cash earnings, the current 51% premium for large caps has only been this rich 
around 9% of the time (Figure 3). Focusing on short-term valuations, the current 
forward P/E of around 12.5 times for small caps is at an all-time low (based on data 
since 2005), starkly contrasting with the 17.9 times (81st percentile) for large caps.

FIGURE 2   S&P 600 EARNINGS GROWTH HAS OUTPACED GLOBAL LARGE-CAP STOCKS 
5-Yr and 10-Yr EPS Growth Rates
As of May 31, 2022 • Percent (%)

Notes: EPS growth data are monthly except the S&P 600, which are quarterly. S&P 600 data are as of March 31, 2022.

Sources: Factset Research Systems, MSCI Inc., Standard & Poor's, and Thomson Reuters Datastream. MSCI data provided "as is" 
without any express or implied warranties.
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FIGURE 3   SMALL-CAP RELATIVE VALUATIONS NOW LOOK ATTRACTIVE

MSCI US vs S&P 600: CAPCE
December 31, 2003 – May 31, 2022 

Please see page 6 for figure notes.

Sources: MSCI Inc., Standard & Poor's, and Thomson Reuters Datastream. MSCI data provided "as is" without any express or 
implied warranties.

1.51

0.8

1.0

1.2

1.4

1.6

1.8

2003 2006 2009 2012 2015 2018 2021

2



looking ahead: ProsPects for the macro enVironment
The bar for making tactical decisions is high in the current environment of elevated 
geopolitical uncertainty, rising interest rates, and slowing economic growth. Equity 
investors should assess what these conditions mean not just for company fundamentals 
but also the equity styles favored by markets. There are different ways of answering 
this question, including looking at how small caps have performed historically across 
similar economic environments, the current health of small-cap balance sheets and 
operating models, and how the sector mix may (or may not) benefit small-cap investors.

While no two economic environments are exactly the same, small caps have histori-
cally fared relatively well during periods of elevated inflation. Looking at recession risk, 
the track record is spottier with, for example, small caps faring similar to large caps 
during the global financial crisis (GFC) but underperforming during the (extremely 
short) economic downturn in first quarter 2020. Still, valuations come into play, and 
we’d note that during the GFC small caps traded at a premium to large caps, whereas 
today they trade at a steep discount. Overall, our confidence in relative prospects for 
small caps is more firmly rooted in this type of valuation analysis and prospects for 
specific sectors than an analysis of previous historical economic environments, espe-
cially as periods of elevated inflation have been limited in recent decades.

In a similar vein, while historically small caps have not fared as well during periods of 
Federal Reserve tightening as large-cap peers, we are less sure that past is prologue for 
several reasons. One is the historically large valuation differential mentioned earlier. 
Another is that the S&P 600 (our preferred US small-cap index) by design has a quality 
bias1 and fewer unprofitable firms than other small-cap indexes (Figure 4), making it 
less vulnerable to higher discount rates than certain peers. Finally, small-cap company 
leverage levels have come down and interest coverage levels are elevated, making them 
less vulnerable to the expected rise in interest costs.2

1    The S&P 600 only adds companies that have reported a negative earnings result for either the last quarter or trailing four quarters.

2   Russell 2000® Index interest coverage stands at 5.3 times, well above levels seen during the depths of COVID-19 and the highest 
since 2014. Please see Elias Krauklis and Venu Krishna, "Small Caps Keep Sliding," Barclays Equity Research, May 6, 2022.

FIGURE 4   S&P 600 HAS FEWER UNPROFITABLE FIRMS THAN SOME PEERS
2010–21 • Percent of Total Companies (%)

Note: Data are annual. 

Sources: FactSet Research Systems, MSCI Inc., and Standard & Poor's. MSCI data provided "as is" without any express or 
implied warranties.
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The sector composition of the small-cap index should reinforce its ability to outperform 
in the current environment (Figure 5). The S&P 600 has a significantly lower weight 
than the MSCI US in sectors like technology and communications services that may 
have seen demand (and thus earnings) pulled forward by the pandemic. The risk for 
these large technology companies is that normalizing demand will see earnings growth 
roll over, and there is at least anecdotal evidence of that already occurring in the first 
quarter earnings reports. Conversely, the small-cap index has higher weights for finan-
cials—which should benefit from rising interest rates—as well as energy and mining 
companies that are seeing earnings upgrades, given the recent rise in commodity prices.

Where could We Be Wrong?
The market is currently being whipsawed by the prospect of central bank hikes and 
soaring inflation, while at the same time, other recent growth drivers (including 
fiscal stimulus) are fading. The result has been a sharp devaluation for higher multiple 
growth stocks, and in particular those with fading earnings momentum, while previ-
ously out-of-favor styles—such as value—play catch-up. We think the valuation discount 
currently on offer from US small caps is such that they should outperform in most 
economic environments. However, in the (perhaps) unlikely event inflationary pressures 
suddenly disappear, the Fed changes its tune, and markets again bid large-cap growth 
stocks higher, small caps could struggle to keep up. In an extreme risk-off scenario 
(where for example the war in Ukraine spills beyond its borders), small caps could also 
underperform, though this might be mitigated by (a) the higher weightings for natural 
resources stocks and thus inflationary hedging aspects of small caps, and (b) the quality 
tilt of the S&P 600, which limits weights for the most vulnerable companies.

FIGURE 5   THE S&P 600’S SECTOR COMPOSITION SHOULD ALLOW IT TO OUTPERFORM
Relative Sector Weights: S&P 600 Minus MSCI US
As of May 31, 2022 • Percentage Points (ppts)

Sources: MSCI Inc., Standard & Poor's, and Thomson Reuters Datastream. MSCI data provided "as is" without any express or 
implied warranties.
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concluding thoughts
After outperforming large-cap peers for most of their history, small caps have trailed 
in recent years. Investors should ask whether something has changed, and if not, 
what the catalyst might be for a reversal of this trend. Looking at earnings, balance 
sheets, and possible performance during periods of rising rates and inflation, we 
don’t see data that supports ongoing large-cap dominance. If anything, we see relative 
valuations that are stretched close to historical peaks, and a sector mix (not to mention 
more domestic exposure), which should insulate small caps from ongoing macro 
vulnerability. While small caps should always be a part of investors’ tool kits, now is an 
especially opportune time to add exposure, given historically low valuations. Investors 
doing so should consider an active approach (or a quality-biased passive index such as 
the S&P 600), as these managers (and this index) are likely to underweight companies 
with weak earnings and stretched balance sheets that might be most vulnerable in the 
current environment. ■

Kristin Roesch also contributed to this publication.
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figure 3 notes
The cyclically adjusted price-to–cash earnings (CAPCE) ratio is calculated by dividing the inflation-adjusted index price by 
trailing five-year average inflation–adjusted cash earnings. Cash earnings are defined as net income from continuing 
operations plus depreciation and amortization expense. MSCI does not publish cash earnings for banks and insurance 
companies and therefore excludes these two industry groups from index-level cash earnings. S&P does not calculate a 
cash earnings metric; cash flow is used as a proxy.

index disclosures
MSCI US Index
The MSCI US Index is designed to measure the performance of the large- and mid-cap segments of the US market. With 
626 constituents, the index covers approximately 85% of the free float–adjusted market capitalization in the United States.

MSCI US Small Cap Index
The MSCI US Small Cap Index is designed to measure the performance of the small-cap segment of the US equity market. 
With 1,924 constituents, the index represents approximately 14% of the free float–adjusted market capitalization in the 
United States.

MSCI World Index
The MSCI World Index represents a free float–adjusted, market capitalization–weighted index that is designed to measure 
the equity market performance of developed markets. As of May 2022, it includes 23 developed markets country indexes: 
Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Hong Kong, Ireland, Israel, Italy, Japan, the 
Netherlands, New Zealand, Norway, Portugal, Singapore, Spain, Sweden, Switzerland, the United Kingdom, and the United 
States.

MSCI World ex US Small Cap Index
The MSCI World ex US Small Cap Index captures small-cap representation across 22 of 23 developed markets countries 
(excluding the United States). With 2,569 constituents, the index represents approximately 14% of the free float–adjusted 
market capitalization in each country.
 

S&P SmallCap 600® Index
The S&P Smallcap 600® Index covers approximately 2.5% of the domestic equities market. Measuring the small-cap 
segment of the market that is typically known for less liquidity and potentially less financial instability, the index was 
constructed to be an efficient benchmark made up of small-cap companies that meet investability and financial viability 
criteria. 

 

6


