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U.S. Small Cap Stocks: High Risk, High Reward, and Diversification 

 
Introduction 

Small cap stocks—companies with market capitalizations roughly 

between $250 million and $2 billion—have long been the “wildcards” of 

the U.S. equity market. They offer investors a shot at outsized growth, but 

also come with higher volatility and unique risks. As we close out 2024, 

small caps are drawing renewed interest, thanks to historically deep 

discounts versus large caps and the potential for a turnaround as 

economic conditions shift. 

What Are Small Cap Stocks? 

Small caps are typically younger, nimbler companies with more room to 

grow than their large-cap counterparts. They often operate in niche 

markets or emerging industries, and can be more sensitive to changes in 

the economic cycle, interest rates, and credit conditions. The Russell 2000 

Index and S&P SmallCap 600 are the most common benchmarks for this 

segment. 

Historical Returns and Risk 

Over the long haul, small caps have delivered strong returns. From 1926 

to 2024, small cap stocks have averaged annual returns of approximately 

11.8%, slightly outpacing large caps¹. However, this outperformance 

comes at a cost: small caps are much more volatile, with deeper 

drawdowns during recessions and bear markets. 

Recent years have tested small cap investors’ patience. From 2021 

through 2024, small caps lagged large caps, with the Russell 2000 

climbing only 15% over four years, compared to the S&P 500’s 50%+ 

surge. In 2024, small caps returned roughly 15%—a solid year, but still 

trailing the S&P 500’s 25% gain¹⁰. However, beneath the surface, some 
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small cap stocks posted spectacular results; for example, TSS Inc. soared 

nearly 3,700% in 2024². 

Why Small Caps Matter Now 

Small caps are currently trading at a historic valuation discount relative to 

large caps—about 40% below, one of the deepest gaps since 1990⁵. This is 

partly due to the dominance of mega-cap tech stocks, which have drawn 

investor dollars away from smaller companies. Historically, such wide 

discounts have been followed by periods of small cap outperformance as 

valuations revert toward the mean. 

Looking ahead, small cap earnings are projected to grow much faster than 

those of large caps: Russell 2000 companies are expected to post 36% 

earnings growth into 2025, compared to 13% for the S&P 500⁹. Small caps 

also tend to benefit disproportionately from falling interest rates, as 

cheaper borrowing costs fuel expansion and investment. 

The Role of Small Caps in a Portfolio 

Small caps bring valuable diversification to a portfolio. Their performance 

is less correlated with large caps, and they often lead during economic 

recoveries and early-cycle expansions. Many experts suggest allocating 5–

10% of your equity portfolio to small caps, depending on your risk 

tolerance and time horizon³. 

Why Funds and ETFs Are the Smart Way to Own Small Caps 

Picking individual small cap winners is notoriously difficult. These 

companies are less covered by Wall Street analysts, more prone to 

business failures, and can be subject to sharp price swings. Small cap 

mutual funds and ETFs (such as iShares Core S&P Small-Cap ETF, IJR, or 

Vanguard Small-Cap ETF, VB) allow investors to access the entire 

“haystack” rather than betting on a few “needles.” This diversification 

helps smooth out the bumps and captures the overall growth of the 

segment⁴. 

Risks and Considerations 

Small caps are more vulnerable to economic downturns, credit crunches, 

and liquidity shocks. They can underperform for extended periods, as 

seen from 2014–2024¹¹. Investors must be prepared for higher volatility 



 
and the possibility of longer drawdowns. However, for those with a long-

term perspective and the discipline to stay invested, small caps offer the 

potential for meaningful outperformance—especially when starting from 

today’s discounted valuations. 

 

Points to Remember 

• Small caps have historically delivered higher returns than large caps, but 

with much greater volatility and risk. 

• They are currently trading at a deep discount to large caps, setting the 

stage for possible outperformance as economic conditions improve. 

• Earnings growth expectations for small caps are robust heading into 2025, 

especially if interest rates fall. 

• The best way to access small caps is through diversified mutual funds or 

ETFs, which help manage the risks of individual stock failures. 

• A dedicated small cap allocation (5–15% of equities) can enhance both 

the return and diversification of your portfolio. 
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