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Small cap stocks, big 
earnings expectations
Bottom line up top
Markets to see clearly now that the shutdown’s gone? With the 
end of the record-breaking U.S. government shutdown, investors are 
entering a new phase of relative clarity. Key economic data about jobs, 
manufacturing, inflation and more will finally be released after being 
stuck in limbo during the impasse. It won’t happen immediately or all at 
once, but it will replenish the supply of critical inputs that both the U.S. 
Federal Reserve and financial markets have been craving. 

As the dust settles, however, the view might not be all bright. The 
shutdown itself exacted a tangible economic cost. Analysts estimate 
that U.S. fourth quarter GDP growth took a hit of roughly 1.0 to 1.5 
percentage points due to worker furloughs, delayed contracts and 
reduced travel. When the data pipeline fully reopens, markets and 
policymakers will need to reassess growth momentum, inflation trends 
and labor market health.

Against this clearer but not yet crystalline backdrop, markets are 
essentially pricing in a “coin-toss” (55% probability) scenario for a Fed 
rate cut next month. Fed funds futures foresee a meaningful chance of 
easing through the first half of 2026 as well (Figure 1), although the Fed’s 
policymaking committee has both hawks and doves among its members. 

Stock-a-doodle-doo crowing doesn’t mean betting the farm 
on tech. U.S. equities weathered the shutdown surprisingly well, with 
the S&P 500 Index returning +2.5% in October and holding steady in 
the first half of November, albeit with some volatility. A strong earnings 
season has driven market gains. According to FactSet, year-over-year 
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earnings growth for the S&P 500 is estimated at +13.1% for the third 
quarter, with revenue growth of around +8.3%. Information technology 
earnings have led the pack with +27.3% growth, supercharged by the 
semiconductor and semiconductor equipment segment (+49%). AI remains 
a central theme. The expansion of data centers, semiconductor capital 
expenditures and enterprise AI rollouts is fueling tech profitability and 
may underpin a new productivity upcycle. But as sentiment toward the 
lofty valuations of AI-centric names begins to waver, investors may want to 
consider other areas of the equity market. We believe that these alternatives 
stand to benefit from a lower rate environment, improving earnings 
forecasts and evolving tariff policies.

FIGURE 1: MARKETS ANTICIPATE RATE RELIEF AHEAD
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Data source: CME FedWatch, 13 Nov 2025.

Portfolio considerations
Over the past few years, U.S. equity market performance has been 
dominated by a few mega cap technology companies supported by 
powerful AI tailwinds. This narrow but persistent leadership has led 
large caps to outperform small caps, often by wide margins. But the 
attractiveness of an asset class isn’t simply a function of recent relative 
performance. Forward earnings growth estimates, valuations and interest 
rate expectations are three key reasons to consider allocating to U.S. 
small cap equities in the current environment.

Corporate earnings growth has been the primary driver of stock prices 
over the long run, and we expect this to continue — particularly as 
inflation and interest rates normalize. Smaller companies may be poised 
for an earnings growth advantage going forward, after lagging large 
caps on this metric from late 2022 through 2024 amid rapidly rising 
interest rates and heightened recession fears. The odds of a recession are 

Investors may 
want to consider 
other equity 
markets that we 
think stand to 
benefit from  
lower rates.
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now lower as the economy has proven resilient, productivity has improved 
and the Fed’s priority has shifted more toward supporting employment 
than fighting inflation — a plus for cyclical areas like small caps. Looking 
ahead to the remainder of 2025 and 2026, analysts expect earnings to 
grow faster for smaller companies than for large ones (Figure 2).

In absolute terms, valuations for U.S. small caps are in line with their 
16.4x average over the past 25 years, as measured by the 12 month 
forward price-to-earnings (P/E) ratio for the Russell 2000 Index. But after 
small cap returns trailed those of large caps by nearly 13 percentage points 
in 2024 and more than four percentage points through 3Q25, the Russell 
2000’s P/E relative to the large cap Russell 1000 Index is hovering near 
long-term lows. With large caps looking expensive, valuations currently 
favor small caps. 

Historically, small caps have outperformed large caps following the first 
move in a Fed easing cycle. Why? Because smaller companies generally 
benefit from easing financial conditions, rely more on short-term 
variable debt to finance growth and pay higher interest rates on that 
debt. When the Fed cuts rates, their cost of capital declines. A given 
small company can refinance at cheaper rates and use the proceeds to 
expand, which can help boost its stock price. There’s no guarantee history 
will repeat itself, but the Fed’s current cycle, which began in September 
2024, could serve as a potential catalyst for small caps outperformance 
down the road.

FIGURE 2: SMALL CAPS MAY HAVE AN EDGE IN 2026
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Earnings, 
valuations and 
rate expectations 
currently lead us 
to favor allocating 
to U.S. small cap 
equities.
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Endnotes
Sources
All market and economic data from Bloomberg, FactSet and Morningstar.
This material is not intended to be a recommendation or investment advice, does not 
constitute a solicitation to buy, sell or hold a security or an investment strategy, and 
is not provided in a fiduciary capacity. The information provided does not take into 
account the specific objectives or circumstances of any particular investor, or suggest 
any specific course of action. Investment decisions should be made based on an 
investor’s objectives and circumstances and in consultation with his or her financial 
professionals.
The views and opinions expressed are for informational and educational purposes 
only as of the date of production/writing and may change without notice at any 
time based on numerous factors, such as market or other conditions, legal and 
regulatory developments, additional risks and uncertainties and may not come to 
pass. This material may contain “forward-looking” information that is not purely 
historical in nature.
Such information may include, among other things, projections, forecasts, estimates 
of market returns, and proposed or expected portfolio composition. Any changes to 

assumptions that may have been made in preparing this material could have a material 
impact on the information presented herein by way of example. Performance data 
shown represents past performance and does not predict or guarantee future 
results. Investing involves risk; principal loss is possible.
All information has been obtained from sources believed to be reliable, but its accuracy 
is not guaranteed. There is no representation or warranty as to the current accuracy, 
reliability or completeness of, nor liability for, decisions based on such information 
and it should not be relied on as such. For term definitions and index descriptions, 
please access the glossary on nuveen.com. Please note, it is not possible to invest 
directly in an index.

Important information on risk
All investments carry a certain degree of risk and there is no assurance that an 
investment will provide positive performance over any period of time. Equity investing 
involves risk. Investments are also subject to political, currency and regulatory risks. 
Investing in municipal bonds involves risks such as interest rate risk, credit risk and 
market risk. The value of the portfolio will fluctuate based on the value of the underlying 
securities. Investments in smaller companies are subject to greater volatility than those 
of larger companies.
Nuveen, LLC provides investment services through its investment specialists.
This information does not constitute investment research as defined under MiFID.

About Nuveen’s Global Investment Committee
Nuveen’s Global Investment Committee (GIC) brings together the most senior 
investors from across our platform of core and specialist capabilities, including 
all public and private markets.

Regular meetings of the GIC lead to published outlooks that offer:

•	 macro and asset class views that gain consensus among our investors

•	 insights from thematic “deep dive” discussions by the GIC and guest experts 
(markets, risk, geopolitics, demographics, etc.)

•	 guidance on how to turn our insights into action via regular commentary 
and communications
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