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Trump — Making US small caps great again!

Wietse Nijenhuis

e Mr Trump’s proposed policies, such as cutting corporate taxes are great for small cap Equity Strategist
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companies at the expense of large caps wietse.nijenhuis@adcb.com
e In addition, a stronger US dollar on the back of more reflationary policies will also support Luciano Jannelli, Ph.D., CFA
smaller businesses Head Investment Strategy
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Trump presidency benefits US small caps at expense of large caps luciano.jannelli@adcb.com
There is a lot of speculation in the markets about what Mr Trump’s victory, and what the Republican “clean Rahmatullah Khan
” X K R . X , Economist
sweep” means for financials markets. The knee-jerk reaction has been clear, investors expect Mr Trump’s Tel: +971 (0)2 696 2843
policies to drive up bond yields. While there are likely to be profound implications for asset allocation and rahhatullah.khan@adcb.com
equity market and sector selection from this change, one segment of the US market which could benefit
disproportionally from Mr Trump’s proposed policies is small cap equities. We initiate an overweight Prerana Seth
recommendation. Fixed Income Strategist

Tel: +971 (0)2 696 2878

Given his background Mr Trump has been portrayed largely as a pro-business President-elect. However, it prerana.seth@adcb.com

is worth remembering that much of his campaign rhetoric focused on US companies taking jobs outside of
the US as well as large tech companies exploiting tax loopholes. It is therefore not so clear how beneficial
for business he will really be. On the surface, his plan reduce the 35% corporate tax rate to 15% may sound
very favourable for business. The reality is, however, that most large US domiciled multi-nationals don’t
pay anywhere near the 35% tax rate, instead they take advantage of write-downs and loopholes which
means that their effective tax rate is already much closer to the 15% level which Mr Trump proposes (see
chart below). Mr Trump finding a way to lower corporate taxes would therefore provide hardly any benefit
to large multi-nationals (and may even hurt those who pay below the 15% threshold). Instead, the major
beneficiaries would be smaller companies who don’t have the financial firepower or know-how to hire
expensive tax consultants able to help them lower their effective tax rate. Bottom line: Mr Trump is good
for small business but bad for big business.
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What’s more, to the extent Mr. Trump’s policies lead to a stronger dollar via reflationary policies, this will
impact large multi-nationals which export all over the world much more than smaller companies which
derive a greater share of their revenues from inside the US. It could be argued that Mr Trump will push-
back against a stronger dollar, however, given the platform that he was elected on, supported particularly
strongly by blue-collar workers who feel that their standard of living has deteriorated, it seems unlikely
that Mr Trump will crave a weaker dollar given that this predominantly benefits the larger multi-national
corporations. In fact, a stronger dollar tends to lead to a boost in wages and salaries while simultaneously
supporting growth in household disposable income (see charts below). Bottom line: A stronger dollar
tends to help smaller companies.
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Stronger US$ boosts wages... Stronger USS$ supports disposable income
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This is not really a new view, we have already written in June about a preference for domestic revenues earners in the
US over those with higher overseas exposure (see link). Our main reasoning back then was that the protectionist/de-
globalization trend was accelerating, which would favour companies less dependent on trade. This will now be super-
charged by a Trump presidency. In the week since the US elections, the Russell 2000 index has outperformed the S&P
100 by 7.4% (chart below). Of course, small caps tend to be much more expensive than large caps, this is because the
growth potential of these companies is far greater. Looking at valuation data since 2010 (chart below) shows us that
the Russell 2000 trailing PE ratio currently stands at around 45x vs. 20x for the S&P100, meaning that small caps are
2.3 times more expensive than mega caps in the US. However, this remains below the average relative valuation of 2.5
times. Indeed, significant overshoots are possible, in 2014 small caps were 3.5 times as expensive as mega caps.

US small caps vs. Mega caps y-t-d (rebased) Russell 2000 PER rel. to S&P100 PER (both trailing)
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In conclusion, we believe small caps have the potential to benefit disproportionally from Mr Trump’s policies which
are likely to favour the little guy over the large corporations. This, after all, would be consistent with the platform

that he was elected on. The fact that Mr Trump owes little to the political establishment adds to the belief that he
will not deviate significantly from his domestic plans (it is more likely that if anything changes it will be his foreign
policy proposals). If he is able to deliver the cuts in corporate tax which he has touted, and his policies lead to a
stronger dollar, there is a very good chance that the outperformance over the past week of small caps is only just
beginning.
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Disclaimer

This publication is intended for general information purposes only. It should not be construed as an offer, recommendation
or solicitation to purchase or dispose of any securities or to enter in any transaction or adopt any hedging, trading or
investment strategy. Neither this publication nor anything contained herein shall form the basis of any contract or
commitment whatsoever. Distribution of this publication does not oblige Abu Dhabi Commercial Bank PJSC (“ADCB”) to
enter into any transaction.

The content of this publication should not be considered legal, regulatory, credit, tax or accounting advice. Anyone
proposing to rely on or use the information contained in the publication should independently verify and check the accuracy,
completeness, reliability and suitability of the information and should obtain independent and specific advice from
appropriate professionals or experts regarding information contained in this publication.

Information contained herein is based on various sources, including but not limited to public information, annual reports and
statistical data that ADCB considers accurate and reliable. However, ADCB makes no representation or warranty as to the
accuracy or completeness of any statement made in or in connection with this publication and accepts no responsibility
whatsoever for any loss or damage caused by any act or omission taken as a result of the information contained in this
publication. This publication is intended for qualified customers of ADCB.

Charts, graphs and related data or information provided in this publication are intended to serve for illustrative purposes
only. The information contained in this publication is prepared as of a particular date and time and will not reflect subsequent
changes in the market or changes in any other factors relevant to their determination. All statements as to future matters
are not guaranteed to be accurate. ADCB expressly disclaims any obligation to update or revise any forward looking
statements to reflect new information, events or circumstances after the date of this publication or to reflect the occurrence
of unanticipated events.

ADCB does and may at any time solicit or provide commercial banking, investment banking, credit, advisory or other
services to the companies covered in its publications. As a result, recipients of this publication should be aware that any or
all of the foregoing services may at time give rise to a conflict of interest that could affect the objectivity of this publication.

Past performance does not guarantee future results. Investment products are not bank deposits and are not guaranteed
by ADCB. They are subject to investment risks, including possible loss of principal amount invested. Please refer to ADCB’s
Terms and Conditions for Investment Services.

This publication is being furnished to you solely for your information and neither it nor any part of it may be used,
forwarded, disclosed, distributed or delivered to anyone else. You may not copy, reproduce, display, modify or create
derivative works from any data or information contained in this publication.
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