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Market Insights for Week Ending October 6, 2017 
 

 
Sizing Up Small Cap Stocks 
 
Reigniting reflationary hopes lit a fire under global small cap stocks recently.  More 
specifically, US small caps enjoyed a performance boost post-election on hopes of a 
corporate tax cut and pro-growth policies.  The thinking behind this move is that small 
cap stocks would benefit the most since they operate at the highest tax rate 
environment, around 33% in 2016.  This compares to 29% for large cap companies.  
And while small cap returns have now outpaced their large cap counterparts on a year-

to-date basis, HCM believes there are still hurdles to clear before this can be seen as a sustainable 
trend. 
 

 
Sources: Thompson Reuters, October 2017 
 
 
The chart above shows US small cap stock performance relative to US large cap stocks over the last 
year, along with relative earnings revisions over that same time frame.  You can see after the run up in 
performance following the US election, small caps gave back almost all the performance over the next 



      October 10, 2017 
       

                                                                                                                                                                                                                                                                                                                                           

 
Hengehold Capital Management LLC | 513-598-5120 | Hengeholdcapital.com 

 

9 months until finally rebounding a few weeks ago.  However the blue line, which shows relative 
earnings revisions, has shown no such recovery and continues on a downward trend. 
 
 
Why do we care? 
 
First and foremost, the prospects of a corporate tax cut are still in the very early stages of actually 
being signed into law.  In this divisive political climate, passing any major legislation will be difficult.  If 
discussions break down at any point, small caps would be vulnerable to disappointment.  Mix that in 
with relatively expensive valuations for the S&P 600 Small Cap Index, currently 27x trailing 12 month 
earnings, and you have the potential for volatility and disappointment. 
 
Lastly, small cap earnings estimates are lagging. Analysts have revised down their 2017 and 2018 
estimates by 8% and 6%, respectively, year-to-date.  This compares to just 1% and 2% for large caps 
and actual earnings growth for small caps in 2017 is expected to be one-fifth that of large companies.   
 
Considering these numbers, HCM believes that large cap companies are still in a better position to 
generate returns for the foreseeable future.  In addition, while we remain long overdue for a 5%-10% 
market correction, we would expect large cap companies to provide better returns in a risk-off market 
environment.  In our current equity allocation, we remain overweight large cap equities and 
underweight small cap equities. 
 
 
Weekly Focus – Think About It  
 
“When you test the depths of a stream, don’t use both feet.”  -Chinese Proverb 
 
 
Market Activity 
Performance last week for the four major asset classes were: 
 U.S. Stocks – Russell 3000 (IWV) – Gain of 1.27% 
 Developed Foreign Markets (EFA) – Loss of 0.06% 
 Emerging Markets (EEM) – Gain of 1.98% 
 Fixed Income (AGG) – Loss of 0.14% 

 
 (Note: performance is based on the change in net asset value.) 
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Last Week’s Headlines 
 
The September US Jobs report revealed the first drop in new jobs in nearly seven years, largely 
attributed to hurricane-related business closures. 
 
US ISM data hit levels not seen since before the global financial crisis; Japan’s tankan survey showed 
sentiment among big manufacturers at decade highs; and total return of Japan’s TOPIX touched its 
highest level since 1990 this week. 
 
Flows into Emerging Market equity funds this year are now the largest since 2010. 
 
 
Eye on the Week Ahead 
 
US third-quarter earnings season begins this week, with many banks reporting results.  Economists 
expect robust post-hurricane auto sales will provide a boost to headline US September retail sales, but 
market attention will be on core sales ex-autos and gas.  In addition, Consumer Price Index (CPI), 
Producer Price Index (PPI) and Eurozone industrial production readings will be released 
 
 
 
 
Disclaimer 
Any tax or other advice contained in this document, including any attachments, is not intended and cannot be used for the 
purpose of avoiding penalties under Internal Revenue Code. No action should be taken on any information contained in this 
message without first consulting with your tax/legal advisors regarding the tax/legal consequences for your particular 
circumstances. 
 
Additional Notes: 

• The Standard & Poor’s 500 (S&P 500) is an unmanaged group of securities considered to be representative of the 
stock market in general. 

• Opinions expressed are subject to change without notice and are not intended as investment advice or to predict 
future performance. 

• Past performance does not guarantee future results. 
• You cannot invest directly in an index. 
• Consult your financial professional before making any investment decisions. 
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