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There are some widely held assumptions about smaller companies. Historically, the asset class tends to underperform during 
economic downturns. And, with central banks determined to get inflation under control through rate rises, many are forecasting 
mild recessions for much of the developed world. So, time to avoid small caps?
Not so fast. For, dig a little deeper into the data and a surprising conclusion presents itself: the time to start allocating capital to 
small caps in a recession is usually sooner than investors think. 

Small caps outperform earlier than expected
Let’s look at the performance of smaller and larger companies in different economic scenarios. Chart 1 shows the 
relative average performance of US small caps versus large caps, before, during and after recessions (dating back to the 
1980s). Of course, each recession is different, with different mechanisms at play. Nonetheless, three factors stand out.

Chart1
Relative Performance of Russell 2000 TR vs S&P 500 TR Around Recessions
(Average reactive performance for last 6 recessions starting from 1980 to 2022)
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Source: Bloomberg, William Blair Equity, December 2022.

Firstly, larger companies tend to outperform their smaller rivals before, and at the start of, recessions. This makes sense. 
In economic slumps, risk-averse investors typically favour safer assets. In the equities space, this means more mature, 
well-established larger companies. Their markets are often less volatile and earnings more stable. By contrast, investors 
view smaller companies as riskier investments. Many businesses aren’t as entrenched as bigger firms. Earnings and profit 
margins can therefore come under pressure in times of upheaval.

Secondly, these factors are turned on their head when we exit a recession. In recovery periods, smaller companies 
usually outperform their larger rivals. By their very nature, small caps are nimbler and able to react faster than large caps 
to changes in the business environment. Smaller firms can therefore take advantage of the new opportunities a growing 
economy offers. The consequent rise in investor risk appetite also helps smaller companies.

Is now a good time to start 
considering smaller companies? 

Is now a good time to start considering smaller companies? 



So far, so predictable. But the third point is not widely known: smaller companies have historically started outperforming 
large caps soon after a recession starts. As you can see from Chart 1, this rebound can begin as early as three-to-six 
months into a recession. That’s because the market tends to price in an economic recovery before it happens. Yet this 
phenomenon is not part of the traditional small/large-cap narrative. We believe this disconnect creates opportunities 
for active investors.

A potentially attractive entry point
Smaller companies trailed their larger peers in 2022. In Europe, it was the worst relative year since comparative data 
began (see Chart 2). This has had a knock-on effect on valuations. Historically, European smaller companies have traded 
at an average premium valuation of 21%1 above that of larger peers, thanks to superior small-cap growth and earnings 
potential. However, this difference has dropped significantly and is currently at 9%. Given the potential rebound as we exit 
recession, this could represent an attractive entry point for long-term investors.

Chart 2
MSCI Euro Small vs MSCI Europe
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Source: Bloomberg, 31 December 2022.

1 Bloomberg, 31 December 2023.
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A similar dynamic is at play in the US. Here, the valuation discount of small caps relative to large caps is as wide as it has 
been in more than 40 years (Chart 3). We believe this creates excellent long-term opportunities. Indeed, after US small 
caps reached a similar level of ‘cheapness’ in early 2001, small-cap stocks materially outperformed larger caps over the 
subsequent three-, five- and 10-year periods1.

Chart 3
Small-cap relative to Large-Cap forward price/earnings (PE) ratio
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Source: FactSet, Bloomberg, abrdn, 31 December 2022. Note: Excluding negative earnings.

For illustrative purposes only. Projections are offered as opinion and are not reflective of potential performance. 
Projections are not guaranteed and actual events or results may differ materially.

What about today’s high inflation, high interest-rate environment?
As we highlighted, every downturn has its own characteristics. This time is no different. Today, elevated inflation is a major 
factor (although it remains benign in much of Asia). Developed market central banks have responded by aggressively 
hiking rates. But, while inflation is retreating from summer highs, it remains ‘sticky’ in the US and Eurozone. Both the Federal 
Reserve and European Central Bank have indicated they will keep raising rates until inflation is under control. This could 
take some time. 

Nonetheless, we believe high inflation shouldn’t worry small-cap investors too much. Many smaller companies operate in 
niche industries or areas of the market with few players. They’re also often a critical link in complex supply chains or wider 
manufacturing processes. As a result, they can dictate higher prices despite their size, allowing them to pass on costs to 
protect their margins. They also have the agility to change where they source goods and materials, further helping to 
control costs.

What about elevated interest rates? Many assume that higher rates hurt small caps more than larger caps. 
That’s because many small caps are starting out and have weaker balance sheets and lower profit margins. This is the 
case for some businesses. However, as anyone watching the headlines knows, several larger companies have also been 
found wanting in the world of higher interest rates. In short, durability frequently comes  
down to the quality of the company.

1 Bloomberg, 31 December 2023.
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The importance of quality
That’s why we focus on high-quality firms, irrespective 
of the macroeconomic backdrop. That is, those with low 
leverage, strong profitability and consistent earnings. 
True, quality has underperformed in 2022 as many 
investors rotated into value stocks. But with the economy 
deteriorating, we believe investors will increasingly favour 
companies with robust business models, pricing power, 
healthy balance sheets and unique growth drivers.

Final thoughts…
So is now a good time to start considering smaller 
companies? The traditional answer would be a resounding 
‘no’. The world economy is forecast to slow further in 2023, 
with a recession possible later in the year. However, as we 
have shown, smaller companies might be more resilient 
in the current inflationary climate than many assume. 
Indeed, small caps have outperformed their larger peers 
since the start of the year. Using history as a guide, we can 
also see that smaller companies start to rebound quicker 
during economic downturns than is widely assumed. With 
valuations depressed, investors could therefore potentially 
pick up great long-term opportunities at a discount.

Anjil Shah,  
Investment Director,  
Smaller Companies Team, Equities

Is now a good time to start considering smaller companies? 



Important Information 
Investment involves risk. The value of investments, and the income from them, can go down as well as up and an investor may 
get back less than the amount invested. Past performance is not a guide to future results.

Equities and equity and equity related securities are sensitive to variations in the stock markets which can be volatile and 
change substantially in short periods of time. The shares of small and mid-cap companies may be less liquid and more 
volatile than those of larger companies.

This is a marketing communication and for professional and institutional investors only. The information contained in this 
document is of a general nature on the activities carried out by the entities listed below. This information is therefore only 
indicative and does not constitute any form of contractual agreement, nor is it to be considered as an offer or solicitation 
to deal in any financial instruments or engage in any investment service or activity. No warranty whatsoever is given and 
no liability whatsoever is accepted for any loss arising whether directly or indirectly as a result of the reader, any person 
or group of persons acting on any information, opinion or estimate contained in this document. Please note that some 
of the investments referenced in this publication are not authorised for distribution in all of those jurisdictions in which we 
operate. For further information, please speak to your usual contact or visit our website abrdn.com

Any data contained herein which is attributed to a third party (“Third Party Data”) is the property of (a) third party 
supplier(s) (the “Owner”) and is licensed for use by abrdn*. Third Party Data may not be copied or distributed. Third Party 
Data is provided “as is” and is not warranted to be accurate, complete or timely. To the extent permitted by applicable 
law, none of the Owner, abrdn* or any other third party (including any third party involved in providing and/or compiling 
Third Party Data) shall have any liability for Third Party Data or for any use made of Third Party Data. Neither the Owner 
nor any other third party sponsors, endorses or promotes the fund or product to which Third Party Data relates.

* abrdn means the relevant member of abrdn group, being abrdn plc together with its subsidiaries, subsidiary 
undertakings and associated companies (whether direct or indirect) from time to time.

Belgium: Produced by abrdn Investment Management Limited which is registered in Scotland (SC123321) at 1 George 
Street, Edinburgh EH2 2LL and authorised and regulated by the Financial Conduct Authority in the UK. Unless otherwise 
indicated, this content refers only to the market views, analysis and investment capabilities of the foregoing entity as at 
the date of publication.
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