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All winters end:

Position for a small-cap summer

BY JOEY DEL GUERCIO, CFA, AND MATT ORTON, CFA®"?

The common belief about small-cap companies - that they are
expected to generate higher returns as compensation for higher
risk - has felt more like a folktale in recent years. The size premium
has seemingly evaporated, and smaller companies have only
delivered excess returns in short bursts over the past decade.

However, that might be starting to change. Small-cap companies
have been propelled higher over the last year due to optimistic
“animal spirits” driven by policy expectations and improving
economic growth. In fact, the Russell 2000° Index outperformed
the S&P 500 Index by a staggering 12% from the lows of Liberation
Day until the start of the conflict with Iran.

Top- and bottom-line growth has improved along with profit-
ability. While uncertainty is elevated and financial conditions
have tightened, the increased level of skepticism could create a
more attractive entry point for long-term investors who might be
underexposed to small caps.

! Joey Del Guercio, CFA, is Research Analyst at Raymond James Investment
Management. Matt Orton, CFA, is Chief Market Strategist at Raymond James
Investment Management.

2 Unless otherwise indicated, all data cited is sourced from Bloomberg as of
April 14, 2026.

Small caps appear poised to bounce from a

multi-decade relative low
Small caps versus large caps since 1980
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The wall of worry: What’s weighing on small caps right now
1.Geopolitical risk and energy prices.
Small caps tend to benefit from stable or gradually rising energy
prices, but sharp spikes (especially those tied to geopolitical
shocks) tend to weigh on small caps disproportionately due to
their pro-cyclical nature.

2.Uncertain growth outlook.
The US economy entered the Iran conflict on strong footing, but
increased uncertainty has complicated the outlook with rising
energy prices that threaten to slow growth. When terms like
“recession” and “stagflation” start making headlines, small caps
typically underperform.

3.Shifting rate expectations.
Dovish monetary policy, falling discount rates, and reduced
drag from debt burdens are important tailwinds for small-
cap equities, but markets have rapidly repriced the path for
monetary policy - we’ve gone from pricing in almost three
federal funds rate cuts in 2026 to pricing in a partial hike to
pricing in basically no Fed action for the balance of the year.

4.Rising credit concerns.
Widening credit spreads and growing concerns over private
credit markets are additional challenges for small caps. The
higher leverage of these companies relative to large caps and the
large number of regional banks in small-cap indices also have
investors increasingly on edge.

Scaling the wall: What’s going right for

small caps

1.Under-owned, overlooked, and
underappreciated.

) - . &  t60%

Most investors have a minimal allocation S o +50%
. .e o

to small caps, if any. However, the trailing 5 O +40%
QO +

underperformance of these companies means 9 S +30%

that if sentiment flips, the flows from investors g § +20%

chasing performance could become a powerful § 2 +10%

0,

catalyst. og 0%

% S -10%

2.0utsized exposure to economic growth. g % 20%

When growth expectations stabilize, the - -30%

accelerating economic backdrop - underscored

by stimulative government policies, a resilient consumer, and
ever-growing capital expenditures - should benefit small caps
because they are more cyclical than large caps.

3.Supportive fiscal backdrop.

Policies aimed at domestic investment, manufacturing, and
deregulation can disproportionately benefit smaller companies
with larger concentrations of domestic revenue. The tax cuts
from the One Big Beautiful Bill Act is also expected to bolster
consumer spending.

4. Attractive relative valuations.

The Russell 2000 Index has almost a 10% weight to
biotechnology, but once non-earning companies are excluded,
the index has a trailing price to equity (P/E) ratio of 18x. In
comparison, the S&P 500 Index has a much higher multiple

of 26x.

5.The kicker: Improving earnings trajectory.

Large caps have justifiably outperformed small caps because
earnings ultimately determine price levels and returns; large-
cap earnings growth has been far superior. This is expected

to change: Small caps are set to post earnings growth that

far outpaces that of large caps in 2026 and 2027. And upward
earnings growth revisions for small-cap companies outpaced
those of their large-cap counterparts during the first quarter of
the year.

Consensus expects small cap earnings to outgrow large caps

in 2026

FactSet consensus earnings growth expectations
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Outlook: Earnings inflection and a
broadening opportunity set

Small caps are showing improving and
increasingly broad-based earnings
momentum. Financial firms are stabilizing
as deposit costs normalize, industrial
companies are benefiting from sus-
tained capital expenditure (capex) and
reshoring trends, and energy stocks are
seeing improved pricing discipline. These
changes matter.

Small-cap underperformance to date has
largely been a function of weaker and less
consistent earnings growth, which is now
beginning to change. Earnings revisions
are improving, there are significant
opportunities for margin expansion, and
leadership is broadening across sectors.
We have consistently emphasized that
any sustained move down the market-
cap spectrum must be supported by
fundamentals. With earnings now
inflecting and dispersion elevated, small
caps are becoming an increasingly attrac-
tive opportunity for selective investors

to consider.

We believe that this asset class remains
under-owned despite improving funda-
mentals, attractive relative valuations,
and an expected inflection in earnings.
Low positioning and accelerating
earnings growth bolstered by robust
economic growth have historically been
a powerful setup. Investors willing to
look beyond the headline indices may
find that small caps represent not just a
diversification tool, but also one of the
most target-rich environments for active
management today.

When sentiment turns, it won’t take much
capital to move the needle. For investors
seeking both diversification and alpha,
small caps may be one of the most attrac-
tive hunting grounds in today’s market.

It won't take much to get small caps moving
Market capitalization comparisons in $ trillions
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Profitable small caps are trading at their steepest discount to large

capsin 20 years
Trailing 12-month index price to earnings ratios
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Small caps present ample opportunities for active managers
Calendar year inter-quartile range of index constituent returns
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Risk Information:

Investing involves risk, including risk of loss.

Diversification does not ensure a profit or guarantee against loss.

Disclosures:

Any forecasts, figures, opinions, or investment techniques and strategies set
out are for informational purposes only. There is no assurance any estimate,
forecast or projection will be realized.

Index or benchmark performance presented in this document does not reflect
the deduction of advisory fees, transaction charges, or other expenses, which
would reduce performance. Indexes are unmanaged. It is not possible to invest
directly in an index. Any investor who attempts to mimic the performance of
an index would incur fees and expenses that would reduce return.

This document is a general communication being provided for information-

al purposes only. It is educational in nature and not designed to be taken as
advice or a recommendation for any specific investment product, strategy,
plan feature, or other purpose in any jurisdiction, nor is it a commitment from
Raymond James Investment Management or any of its affiliates to participate
in any of the transactions mentioned herein. Any examples used are generic,
hypothetical, and for illustration purposes only. This material does not contain
sufficient information to support an investment decision, and you should not
rely on it in evaluating the merits of investing in any securities or products. In
addition, users should make an independent assessment of the legal, regu-
latory, tax, credit, and accounting implications and make their own determi-
nations together with their own professionals in those fields. Any forecasts,
figures, opinions, or investment techniques and strategies set out are for
information purposes only, based on certain assumptions and current market
conditions, and are subject to change without prior notice. All information
presented herein is considered to be accurate at the time of production, but
no warranty of accuracy is given and no liability in respect of any error or omis-
sion is accepted. It should be noted that investment involves risks, the value
of investments and the income from them may fluctuate in accordance with
market conditions and taxation agreements, and investors may not get back

the fullamount invested. Both past performance and yields are not reliable
indicators of current and future results.

The views and opinions expressed are not necessarily those of the broker/
dealer or any affiliates. Nothing discussed or suggested should be construed
as permission to supersede or circumvent any broker/dealer policies, proce-
dures, rules, and guidelines.

Sector investments are companies engaged in business related to a specific
sector. They are subject to fierce competition and their products and services
may be subject to rapid obsolescence. There are additional risks associated
with investing in an individual sector, including limited diversification.

Investing in small cap stocks generally involves greater risks, and therefore,
may not be appropriate for every investor. The prices of small company stocks
may be subject to more volatility than those of large company stocks.

Indices

S&P 500 Index - Measures changes in stock market conditions based on the av-
erage performance of 500 widely held common stocks. It is a market-weighted
index calculated on a total return basis with dividend reinvested. The S&P 500
represents approximately 80% of the investable U.S. equity market.

The Russell 2000® Index measures the performance of the 2,000 smallest com-
panies in the Russell 3000® Index, which represents approximately 7% of the
total market capitalization of the Russell 3000° Index.

London Stock Exchange Group plc and its group undertakings (collectively, the
“LSE Group”). © LSE Group 2026. FTSE Russell is a trading name of certain of
the LSE Group companies. Russell® is a trade mark of the relevant LSE Group
companies and is used by any other LSE Group company under license. All
rights in the FTSE Russell indexes or data vest in the relevant LSE Group com-
pany which owns the index or the data. Neither LSE Group nor its licensors
accept any liability for any errors or omissions in the indexes or data and no
party may rely on any indexes or data contained in this communication. No
further distribution of data from the LSE Group is permitted without the rele-
vant LSE Group company’s express written consent. The LSE Group does not
promote, sponsor or endorse the content of this communication.

Contact us at 800.521.1195 or visit RJInvestmentManagement.com

for more investment insights.
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