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Small-Caps, A Double-Edged Sword

ince the eve of the presidential election on November 4, 2024, the Russell

2000 Index, comprised of smaller companies, has reached a 52-week high.

This may be due to investor optimism post-election that the environment will
be supportive to these smaller business models, as well as, the underwhelming start-
ing valuations due to their lack of returns more recently. Absolute returns have been
driven by the large and mega capitalized parts of the market such as the Magnificent
Seven.

Small-cap risk is the type of exposure that has historically outperformed during the
early recovery phases of the business cycle. However, there has not been a hard cy-
clical downturn from which to have an early recovery. There has certainly been a
period of high growth by the GDP numbers, but there has also been overall discon-
tent about the distribution of the economic gains. Nonetheless, small-caps were
poised to rally and reached a 52-week high as investor sentiment possibly faded re-
cession risk and began to price in a higher probability for a soft landing. While small-
cap stocks are supported by these recent tailwinds, they still pose a risk with the
economy possibly being in more of a late phase of the business cycle. Without clear
signs and awareness of an economic contraction, it is extremely rare to go into early
expansion.

It is worth looking at relative valuations between the Russell 2000 and the S&P 500
Index using a price-to-sales multiple rather than a price-to-earnings multiple since
roughly 40% of companies in the Russell 2000 are unprofitable and have no earnings.
This relative multiple (as seen in the chart) has not been this cheap since 2001. Large
-cap investors may also be finding a way to diversify from the historically high price-
to-earnings multiple of the S&P 500 Index (22.5x) as the Magnificent Seven has had
another extraordinary year. In addition, with the Federal Reserve continuing to cut
rates, small-caps may continue to rally.

Investors need to proceed with caution. As stated earlier, roughly 40% of these com-
panies are unprofitable, meaning they generate no income or losses. In the possible
event of a slowdown or the Federal Reserve slowing their pace of rate cuts, small-
caps will most likely suffer more than the S&P 500 as they may lose policy and con-
sumer support. Investors also need not forget the recent November unemployment
print came in at 4.2%, above consensus expectations. Any further uptick may spook
the market, increasing the volatility and risk of holding small-caps. We believe
broadening out trades should overlay a quality lens when moving down the market
capital spectrum.
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mRussell 2000 Index P/S / S&P 500 Index P/S 0.4463

Source: Bloomberg

Please remember that past performance is no guarantee of future results. Different types of investments involve varying degrees of risk, and there can be no assurance that the future performance
of any specific investment, investment strategy, or product (including the investments and/or investment strategies recommended or undertaken by Valicenti Advisory Services, Inc. [“VASI]), or
any non-investment related content, made reference to directly or indirectly in this commentary will be profitable, equal any corresponding indicated historical performance level(s), be suitable
for your portfolio or individual situation, or prove successful. Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of
current opinions or positions. Moreover, you should not assume that any discussion or information contained in this commentary serves as the receipt of, or as a substitute for, personalized invest-
ment advice from VASI. No amount of prior experience or success should not be construed that a certain level of results or satisfaction if VASI is engaged, or continues to be engaged, to provide
investment advisory services. VASI is neither a law firm, nor a certified public accounting firm, and no portion of the commentary content should be construed as legal or accounting advice. A
copy of the VAST’s current written disclosure Brochure discussing our advisory services and fees continues to remain available upon request or at www.valicenti.com. Please Remember: If you
are a VASI client, please contact VASI, in writing, if there are any changes in your personal/financial situation or investment objectives for the purpose of reviewing/evaluating/revising our
previous recommendations and/or services, or if you would like to impose, add, or to modify any reasonable restrictions to our investment advisory services. Unless, and until, you notify us, in
writing, to the contrary, we shall continue to provide services as we do currently. Please Also Remember to advise us if you have not been receiving account statements (at least quarterly) from
the account custodian. Historical performance results for investment indices, benchmarks, and/or categories have been provided for general informational/comparison purposes only, and general-
ly do not reflect the deduction of transaction and/or custodial charges, the deduction of an investment management fee, nor the impact of taxes, the incurrence of which would have the effect of
decreasing historical performance results. It should not be assumed that your VASI account holdings correspond directly to any comparative indices or categories. Please Also Note: (1) perfor-
mance results do not reflect the impact of taxes; (2) comparative benchmarks/indices may be more or less volatile than your VASI accounts; *Please Note: Ranking Limitations. Neither rankings
nor recognitions by unaffiliated rating services, publications, media, or other organizations, nor the achievement of any professional designation, certification, degree, or license, membership in
any professional organization, or any amount of prior experience or success, should be construed by a client or prospective client as a guarantee that the client will experience a certain level of
results if the investment professional or the investment professional’s firm is engaged, or continues to be engaged, to provide investment advisory services. A fee was not paid by either the
investment professional or the investment professional’s firm to receive the ranking. The ranking is based upon specific criteria and methodology (see ranking criteria/methodology). No ranking
or recognition should be construed as an endorsement by any past or current client of the investment professional or the investment professional’s firm. ANY QUESTIONS: VASI’s Chief
Compliance Officer remains available to address any questions regarding rankings and/or recognitions, including the criteria used for any reflected ranking.



