
INVESTMENT THESIS: We expect small-cap equities will outperform their 
mid- to large-cap counterparts in the United States given their historically 
large valuation discount. Profit growth has disappointed in recent years and 
hurt performance, yet this sets the stage for a strong expected rebound 
when the cycle turns. Downside risk exists for small-cap equities should 
growth slow due to tariffs. However, there could also be more upside for 
small companies from expected Fed cuts and for small-cap sectors like 
industrials if efforts to boost US manufacturing bear fruit.

▪ KEY SUPPORT #1: US small-cap valuations are steeply discounted relative to 
US mid- to large-cap equities. The S&P 600® Index trades at a 52% discount 
to the MSCI US Index’s 23.8x normalized price-to-cash earnings multiple, a 
historical low dating back to 2004. Large-cap stocks also trade at higher 
forward price-to-earnings ratios than small caps. The 22.6x MSCI US Index 
forward P/E is 45% higher than that for small-cap stocks, whereas 
historically large caps have traded at a 10% discount. 

▪ KEY SUPPORT #2: The S&P 600® Index represents a higher quality subset of 
smaller businesses that should weather an economic slowdown better than 
less profitable peers. These companies may also benefit from some of 
President Trump’s initiatives, such as deregulation and tax cuts. Tariffs 
create concerns around margins for small-cap companies in sectors like 
consumer discretionary, but domestically centered companies in other 
sectors like financials may be more insulated. Some sectors (e.g., 
industrials) may benefit if demand rises for domestically produced goods. 

▪ KEY RISKS: Small-cap companies have lower margins, higher debt levels, 
and tend to be more cyclical than larger-cap stocks, making them more 
vulnerable to an economic slowdown. Ongoing demand for mega-cap tech 
stocks could weigh on relative small-cap performance. Recession concerns 
around tariff policy could also see a flight to higher quality, defensive large-
cap stocks at the expense of small-cap peers, perpetuating the current 
valuation discount. 
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