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Confluence Investment Management offers various asset allocation products which are managed using “top
down,” or macro, analysis. \We publish asset allocation thoughts on a bi-weekly basis, updating the report
every other Monday, along with an accompanying podcast.

Small Caps and the Hope for a Soft Landing
June 24, 2024

They don’t call him Maestro for nothing. In the mid-1990s, Federal Reserve Chair Alan
Greenspan achieved what was once thought of as impossible: an economic soft landing. As the
US labor market showed signs of tightening, he raised interest rates from 3% to 6% in 1994 to
preemptively combat inflation. In 1995, he lowered rates strategically to avoid a recession. The
seamless transition from a tightening cycle to an easing cycle led some to believe the Fed could
pull the strings in the economy in a way that could both prevent a recession and tame runaway
inflation.

The market took notice. Greenspan's policies helped quell investor anxieties about a repeat of the
inflationary surges that plagued the 1970s and early 1980s. Emboldened by this newfound
confidence, investors poured money into smaller, unproven companies with strong earnings
growth potential. This sentiment was epitomized in 1995, when tech guru Marc Andreessen and
his partner Jim Clark did the unthinkable by taking their company, Netscape, public before it had
turned a profit, paving the way for what is now viewed as the dot-com bubble.

Small Cap vs 10-Year Treasury Yields

Source: Bloomberg
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Today’s elevated interest rate environment has sparked nostalgia for another soft landing. Eager
for a repeat of Greenspan’s success, investors were waiting for a decline in rates to re-enter the
market. However, their hopes were dashed in June 2023. Not only did Fed policymakers raise
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rates following the collapse of Silicon Valley Bank, but they also signaled their intention for two
additional hikes that year. This spooked markets as investors were concerned that the central
bank may keep rates high for long enough to tank the economy.

This commitment to raising interest rates discouraged investors from holding riskier assets,
particularly those with floating rate exposure. Further pressuring the market were concerns about
the rising national debt, which prompted Fitch to downgrade the US credit rating. Investors
responded by offloading riskier assets within their portfolios. As a result, the 10-year Treasury
yield soared to approximately 5%, a level not seen in over two decades, while the S&P SmallCap
600 Index plummeted to a nine-month low.

The tide began to turn in late October of last year. The US Treasury's reallocation of bond
issuance toward shorter maturities, coupled with Fed officials signaling an indefinite pause in
rate hikes, significantly impacted market sentiment. Investors piled into longer-term bonds and
risk assets in anticipation of the Fed's next move, positioning themselves for an imminent rate
cut, which they thought could take place in the first quarter of 2024. From October to December,
the S&P SmallCap 600 Index outperformed the S&P 500, with a return of 21.5% compared to
13.7%, respectively.

Small Cap Has Not Carried the Momentum into 2024

Index performance since 10-year yields peaked in October 2023
Source: Bloomberg, Confluence
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Unfortunately, the early strength of small caps faded quickly as the S&P 500 recaptured its
leadership position at the beginning of 2024. This new weakness in small caps stemmed from
concerns that the Fed wouldn't cut interest rates as deeply as the market anticipated, following a
series of strong Consumer Price Index reports in the first quarter and a persistently tight labor
market. This situation led investors to reduce their holdings of longer-term Treasurys and refocus
on large cap companies due to their relatively strong earnings potential and resilience to changes
in financial conditions.

In fact, recognizing this trend early on prompted us to take action in the second quarter. We
strategically reduced our exposure to small cap stocks within the conservative portfolios of our
Asset Allocation program. This decision also reflected our growing concern that small cap stocks
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may face longer-term challenges due to certain structural market factors, including the rising
popularity of passive funds that funnel money into large cap stocks and the increasing ability of
private equity firms to acquire the most promising small cap startups. Hence, an emphasis on
quality while screening for indicators such as profitability, leverage, and cash flow should
mitigate some of these factors.

Currently, the S&P SmallCap 600 Index has been in a holding pattern as investors await signals
regarding the Fed’s next policy move. Should Chair Powell manage to orchestrate another soft
landing in the coming months, it could attract investors back to small cap stocks. With the
current multiples for the S&P 500 outpacing those of the S&P SmallCap 600 by the widest
margin since the dot-com era, small cap stocks present appealing valuations compared to their
larger counterparts. With that in mind, we think small cap stock values could rebound in the
coming months if US economic growth remains healthy and both inflation and interest rates fall.

Past performance is no guarantee of future results. Information provided in this report is for educational and illustrative purposes
only and should not be construed as individualized investment advice or a recommendation. The investment or strategy discussed
may not be suitable for all investors. Investors must make their own decisions based on their specific investment objectives and
financial circumstances. Opinions expressed are current as of the date shown and are subject to change.

This report was prepared by Confluence Investment Management LLC and reflects the current opinion of the authors. It is based
upon sources and data believed to be accurate and reliable. Opinions and forward-looking statements expressed are subject to
change. This is not a solicitation or an offer to buy or sell any security.
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